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so too is inveighing against war-profiteering. With the latter, con- 

siderable success has been experienced in the last two years, and it 
seems doubtful that, as a result of this success, post-war investigations 
will reveal anything like the scandals which shocked the public during the 
two decades following World War I. 

From its earliest days this country has been confronted with attempts 
on the part of merchants and vendors “to avail themselves of the difficul- 
ties of the times, and to amass fortunes on the public ruin.’” A condition 
which our people have faced in every one of their wars—and which other 
people have faced in their own wars—is perhaps best described by the 
Father of his Country in a letter dated March 31, 1779. It is worth quot- 
ing in extenso. 


Je as inveighing against sin is spasmodically a popular pastime, 


Our conflict is not likely to cease so soon as every good man would wish. The measure 
of iniquity is not yet filled 

Speculation, peculation, production, engrossing, forestalling . . . . affording too many 
melancholy proofs of the decay of public virtue . . . . and too glaring instances of its 
being the interest and desire of too many who wish to be thought friends, to continue 


Cannot this common country America possess virtue enough to disappoint them? Is 
the paltry consideration of a little dirty pelf to individuals to be placed in competition 
with the essential rights and liberties of the present generation, and of millions yet 
unborn? 

Shall a few designing men for their own aggrandizement, and to gratify their own 
avarice, overset the goodly fabric we have been rearing at the expense of so much time, 
blood and treasure? And shall we at last become the victims of our own abominable 
lust for gain? 


* United States Senator from Massachusetts. 


* George Washington, in a letter to the President of Congress dated August 16, 1777. 
Igt 
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Forbid it heaven! Forbid it all and every state in the Union! By enacting and en- 
forcing efficacious laws for checking the growth of these monstrous evils, and restoring 
matters, in some degree to the pristine state they were in at the commencement of the 
war. 
Our cause is noble, it is the cause of mankind! And the danger to it is to be appre- 
hended from ourselves. 


The hopelessness of General Washington’s position, his impotence to 
cure or even deal with “speculation, peculation, production, engrossing, 
forestalling,” is akin to the difficulties which he had in maintaining his 
armed forces, whose personnel was wont to take off for home on the 
slightest whim. 

This letter is worth quoting because it indicates the extent to which our 
groping for a solution to the problem of curbing war-profiteering has ad- 
vanced. In each of our wars adventurers have sought “to amass fortunes 
upon the public ruin.” But in the present war such attempts are being 
dealt with effectively. 

The problem is threefold—material, fiscal, and moral—with political 
over-tones. Adequate appreciation of this triple nature of the problem is 
essential to an understanding of the history of attempts to meet it. For if 
attention is paid to the tone of only one or only two tines of the tuning 
fork, the results may be highly discordant. 


PRICE OF ARMOR PLATE IN SPANISH AMERICAN WAR 


The most important of the threefold aspects of the problem is the 
material. For to an increasing extent, wars have become matters of ma- 
tériel. The point is illustrated by attempts by the Congress to control the 
price of just one item of matériel—armor plate—prior to and during the 
Spanish American War. During the early nineties, the Navy had paid 
from $574 to as high as $671 for armor plate.’ In the belief that such 
prices were unreasonable, the Congress took action, and on March 3, 
1897, a statute limiting the price of armor plate to $300 a ton was 
approved. Fiscal and moral considerations may have motivated such 
action, but that material considerations were not amply weighed is in- 
dicated by the ineffectiveness of this legislation. Manufacturers simply 
refused to accept contracts at the lower price. To avoid its having dire 
results in the prosecution of the war, the Congress had to raise the ceiling 
to $400. Notwithstanding this experience, the Congress subsequently 


* Hensel and McClung, Profit Limitation Controls Prior to the Present War, 10 Law and 
Contemporary Problems 187 at 191 (1943). 
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tempted fate by reducing the ceiling once more to $300, with the result 
that manufacturers again refused to bid. Finally despairing, the Congress 
gave the Secretary of the Navy authority‘ to procure armor “at a price 
which in his judgment is reasonable and equitable.” Thus, the Congress 
. finally succumbed to the material aspect of the problem—the most im- 
portant of the three. 

Price and profit control must be so finely governed that the material 
requirements of a war will be satisfied. This means that, under the capi- 
talistic system to which we are committed, there must be incentive to 
produce and to produce quickly in large volume. In peacetime competition 
provides this incentive, and as soon as competition kills it, production 
ceases. The fittest survive. But in wartime the production of the least fit 
may be just as essential as the production of the fittest, so that prices and 
profits must be such that both have an incentive to survive. If the mate- 
rial aspects of the problem are not given sufficient weight, the question of 
the moral and fiscal aspects may become academic through the loss of the 
war which is being fought. 


PRICE AND PROFIT CONTROLS IN WORLD WAR I 


Attempts to control prices and profits of war contractors in World War 
I proved futile. Indeed, as in the case of the Spanish American War, they 


boomeranged—but for a different reason. The material aspect of the prob- 
lem was over-emphasized by the adoption of cost-plus-a-percentage-of- 
cost contracts. These were designed to underwrite the contractor, inducing 
him to turn to war production because by such underwriting he escaped 
risk, and at the same time inducing him to produce rapidly in large vol- 
ume. But by the very nature of these contracts, he was actually induced 
to increase his costs, for the ratio between profits and costs remained con- 
stant and the higher the dollar costs the higher the dollar profits. Thus, a 
fiscal fallacy entered into the adoption of this kind of a contractual ar- 
rangement. It should have been evident at the outset, but in this as in so 
many aspects of pricing, hindsight is superior to foresight. 

Another fiscal error was made when attempts to limit war profits were 
supplemented by relatively high excess profits taxes.‘ 


3 Long, 1 The New American Navy 46 et seq. (1903). 


* Act of June 7, 1900, 31 Stat. 684, 707; H.R. Doc. No. 95, ssth Cong., ad Sess.; 31 Cong. 
Rec. 934 (1898), 32 Cong. Rec. 2190-2191 (1899); Report of the Chief of the Bureau of Ord- 
nance, attached to Rep. Sec’y Navy (1905) 45-47. 


5 Revenue Act of September 8, 1916, 39 Stat. 756; 780 Revenue Act of March 3, 1917, 
39 Stat. 1000; and Revenue Act of 1918, 40 Stat. 1057. 
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As Bernard Baruch has stated,‘ high excess profits taxes standing alone 
aggravate war evils. 

However lofty may have been the motives of the country, the Congress, 
and the procurement agencies during World War I, however much they 
may have had their eyes on the material and moral prongs of the tuning . 
fork, they failed to tune in with the third—the fiscal. While, unlike the 
experience of the Spanish American War, legislation did not in itself 
hamper satisfaction of the material considerations or discourage produc- 
tion, while attempts to limit profits satisfied lofty moral concepts, these 
attempts were abortive because insufficient attention was given to the 
fiscal aspect of the problem. Not only did cost-plus-a-percentage-of-cost 
contracts fail to curb war-profiteering; they aggravated it. Not only did 
high excess profits taxes fail to prevent war-profiteering; they made for 
inflation. 

Of the 168 bills and resolutions introduced into the Congress between 
the 1918 Armistice and the fall of France for the purpose of coping with 
the problem of war-profiteering, few were adopted and none recognized 
the threefold nature of the problem. Of those that were adopted, all were 
failures because they considered only the moral aspect of the problem. 
The only important piece of legislation of this nature was incorporated in 
the Vinson-Trammel Act, passed in 1934*° and subsequently amended 
three times—in 1936°, 1939"° and 1940." By limiting profits on naval 
vessels (subsequently extended to apply to military and naval aircraft) to 
a percentage of the contract price, the Vinson-Trammel Act prescribed 
what, in effect, was not very alien to the cost-plus-a-percentage-of-cost 
contracts of World War I. The main difference was that the contract 
price rather than the cost was the base. While superficially this difference 
might appear to be great, in actual practice, it could be almost meaning- 
less. Thus, because it did not give sufficient cognizance to the material 
and fiscal aspects of price control and profit limitation on war contracts, 
the Vinson-Trammel Act was ineffectual. More than that, in some in- 
stances the act discouraged shipbuilders and aircraft manufacturers from 
entering into contracts, and thus delayed the defense program.” 


6 American Industry and the War 415 (1921). 

§ 48 Stat. 505 (1934), 34 U.S.C. 1940 ed. para. 496. 

9 49 Stat. 1926 (1936), 34 U.S.C. 1940 ed. para. 1155. 

1° 53 Stat. 555 (1939) para. 14, 34 U.S.C. 1940 ed. para. 496. 

*t 54 Stat. 676 (1940), 41 U.S.C. 1940 ed., note prec. para. 1. 

1 See debate on 1940 Excess Profits Tax, 86th Cong. Rec. 11,243, Aug. 29, 1940. 
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POLITICAL OVERTONES 

During the ’20s, the question of regulation of prices of war contracts 
and limitation of profits thereon became increasingly important from the 
political standpoint. 

One of the most potent forces was the American Legion, whose political 
influence was growing rapidly. In 1920 it launched a campaign for what it 
termed “Universal Service.”* 

In 1924 the two major political parties each included a plank calling for 
the close control of the munitions industry in time of war. 

The Republican plank" read as follows: 

We believe that in time of war the nation should draft for its defenses not only its 
citizens but also every resource which may contribute to success. The country demands 
that should the United States ever again be called upon to defend itself by arms, the 
President be empowered to draft such material resources and such services as may be 
required, and to stabilize prices of services and essential commodities, whether utilized 
in actual warfare or private activity. 

The Democratic plank’ read as follows: 

In the event of war in which the manpower of the nation is drafted, all other re- 
sources should likewise be drafted. This will tend to discourage war by depriving it of 
its profits. 


Apparently both major political parties felt that with the adoption of 


these two planks in 1924 the matter had been disposed of, for future party 
platforms ignored the subject. In view of the extensive newspaper publici- 
ty and general public preoccupation with the question of control of war 
profits that developed as the years went on, it seems strange that neither 
political party made an issue of the matter. Nor is it reasonable to explain 
this omission of the question from the party platforms by the fact that it 
was receiving so much attention in the Congress. The omission may be set 
down simply as a political phenomenon. 

During the ’30s, with World War II drawing nearer, agitation for a 
complete ban on war profits grew apace. Thus, a majority of the Senate 
Munitions Committee on June 18, 1936, recommended the nationaliza- 
tion of naval shipbuilding and manufacture of certain arms used by the 
Army and Navy.”* The minority report of the committee expressed the 

13 This was a three-way program designed to: “‘(1) Promote peace, (2) Take the profits out 
of war, and (3) Strengthen the National Defense.” Note that the American Legion’s second 


point was to “take the profits out of war’’—not some of the profits, but by implication, all of 
the profits. 


*4 See Republican Campaign Text Book of 1924 at 85. 
5 See Democratic Campaign Text Book of 1924 at 39. 
'¢ Baltimore Sun, June 20, 1936, Associated Press dispatch from Washington. 
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belief that “rigid and conclusive munitions control would be more effective 
than nationalization in promoting peace, defense and economy.” The 
majority recommendation was based on the conclusion, drawn from two 
years of investigation, that regulation of arms manufacture “‘is easily 
evaded.” 

On June 22, 1936, the Women’s Committee on Suggestions for the 
Democratic platform recommended by unanimous adoption that the best 
way to preserve peace was “by passing stronger neutrality legislation and 
taxing the profit out of war.”** 

Three months earlier, in one of the first polls conducted by Dr. George 
Gallup, Director of the American Institute of Public Opinion, the people 
of the country had gone on record as strongly favoring manufacture by 
the Government of its own war materials. In the nation-wide poll the vote 
favoring this change was 82 to 18 out of every 100, with about the same 
proportion of members of both political parties favoring the change.*® 

It was this agitation that, in part, led to the strengthening of the 
Vinson-Trammel Act of June 27, 1936.” 

The political crescendo reached in regard to war profit control occurred 
in 1939 and 1940 when twenty-five bills were introduced in the Congress to 
deal with the subject more effectively than it had been dealt with thereto- 
fore. With war brewing and finally developing in Europe and with produc- 
tion of munitions mounting rapidly in this country, it was only natural 
that insistence upon adoption of some form of control should increase. 
None of these numerous bills, however, was adopted, for the Congress was 
tending more and more to the belief that the problem could be dealt with 
by a high excess profits tax. 

Still clearly uncertain as to how to cope with the problem, the Congress 
side-stepped the issue in the Revenue Act of 1940. Finally, however, on 
July 1, 1940, shortly after approval of the Revenue Act of 1940, the 
President addressed a strong message to the Congress directing its atten- 
tion to the National Defense Program and to the duty of the Congress to 
see that the burden of the program was equitably distributed “according 
to ability to pay,’”’ and recommending the enactment of a “steeply gradu- 
ated excess profits tax, to be applied to all individuals and all corporate 
organizations without discrimination.’ 

*7 Supra note 16. ** Philadelphia Record, June 23, 1936. 

** The National Weekly Poll of Public Opinion, March 7, 1936. 

2° 49 Stat. 1936, 34 U.S.C. 1940 ed. para. 296. 


** H.R. Rep. No. 2697, 76th Cong., 3d Sess. (June 31, 1940), a Conference Report on H.R. 
10039. The bill was enacted into the Internal Revenue Code, 54 Stat. 516, 26 U.S.C. 1940 ed. 
paras. 12 et seq. 
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As a result, both Houses finally adopted a highly complicated measure 
involving a combination of the theories of “average-earnings” and “‘in- 
vested-capital” which represented a not very happy compromise.” The 
provisions for excess profits taxes were subsequently amended in 1941* 
and again in 1942” 

SIXTH SUPPLEMENTAL NATIONAL DEFENSE APPROPRIATION ACT 


An uneasy feeling that the high excess profits taxes did not wholly 
accomplish the purpose of controlling prices and profits on war production 
continued to prevail in the Congress. During discussion of the Sixth Sup- 
plemental National Defense Appropriation Act in April, 1942, Congress- 
man Francis D. Case, Republican from South Dakota, introduced into 
the House a measure to limit the profits on war contracts to six per cent. 
While it was not specifically stated, it is to be presumed that this six per 
cent was on a basis of “before taxes,” following the precedent established 
by the Vinson-Trammel Act. The measure passed the House by a vote of 
70 to 8.* 

As it went to the Senate, however, the procurement agencies along with 
the War Production Board pointed out that this arrangement would place 
a profit strait jacket on business and provide for the realization of ex- 
cessive profits by companies which in the best of peacetimes were accus- 
tomed to making no more than two per cent on sales, while at the same 
time it might force heavy industry companies into bankruptcy by not 
allowing them sufficient return. In other words, while the aim of the Case 
amendment was laudable, again the question of practicality was over- 
looked. 

Meanwhile, recognizing that unprecedented volume of production was 
leading to excessive profits already indicated by 1941 corporate reports, 
the War Department had conducted a number of price renegotiations 
with prominent war contractors. Therefore, when asked by the Congress 
to suggest an alternative to the Case amendment, Lieutenant General 
Brehon Somervell, Chief of the Army Service Forces, presented a sub- 
stitute on behalf of the procurement agencies. It was based on the theory 
that if every contract price could be re-examined by the parties in the 

* H.R. Rep. No. 3002, 76th Cong., 3d Sess. (Sept. 30, 1940), a Conference Report on H.R. 


10413, which was enacted into the Excess Profits Tax Act of 1940 (Oct. 8, 1940), 54 Stat. 974, 
975 ff., 26 U.S.C. 1940 ed. paras. 710 ff. 


*3 55 Stat. 17 (1941), incorporated into Internal Revenue Code, 26 U.S.C. para. 710 (Supp. 
1941). 


*4 56 Stat. 798, Act of October 21, 1942, Pub. L. 753, 77th Cong., ad Sess. 
#8 88 Cong. Rec., March 28, 1942, p. 3230. #6 Thid. at 3231. 
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light of actual experience under the contract, it should be possible to 
eliminate the bulk of excessive profits.”” 

Appearing before the Senate Subcommittee on Appropriations, Robert 
P. Patterson, Under Secretary of War, gave the following reasons for 
opposing a set profit limitation: 


(1) Effect of Costs: In our view, the control of profits is an integral part of the 
problem of controlling costs and prices, and any method must be evaluated by its 
effects on all three aspects. From this point of view we feel that renegotiation is far 
superior to a fixed percentage limitation. 

(2) Uniformity: In the second place, a flat percentage limitation does not really 
achieve its prime objective of uniformity of treatment. Although it allows a fixed uni- 
form per cent of profit on gross sales, this will be most unfair as applied to the diverse 
types of business engaged in war work. It takes no account of the fact that in different 
lines of business the same volume of sales may require widely different amounts of 
capital, skill, and work, depending on the rate of turnover.** 


This can be regarded as a perfect summation of the practical aspects of 
control of prices on and profits from war contractors. 

As for political aspects, the startling revelations as to extraordinary 
salaries and bonuses paid by Jack & Heintz, Inc., as brought out in hear- 
ings before the Naval Affairs Investigating Committee,” crystallized in 
the public mind the extent to which war profiteering might lead. Public 
reaction, as reflected in newspaper comment and letters to the Congress, 


was immediate and intense. Under the leadership of Senator Kenneth 
McKellar, Democrat of Tennessee, the Senate Appropriations Committee 
adopted the principle of contract renegotiation in the form of Section 403 
of the Sixth Supplemental National Defense Appropriation Act.** Thus, 
politically, this final approach to control of war profiteering had its active 
sponsorship from a Republican in the House and a Democrat in the 
Senate. The 1924 party platforms had been fulfilled. 


ANTI-RENEGOTIATION CAMPAIGN 


But the matter had not been fully resolved with enactment of the 
Sixth Supplemental National Defense Appropriation Act and its Section 
403. Perhaps because there had been no debate in the Senate or the House 


27 Brig. General Albert J. Browning, Price Control and Renegotiation, 29 Cornell L.Q. 
149 at 165 (1943). 


28 See testimony of Under-Secretary of War Patterson at hearings before Senate Finance 
Subcommittee on Sec. 403 of Pub. L. No. 528, 77th Cong., 2d Sess. (1942) 3. 


** Hearings before House Naval Affairs Committee on H. Res. No. 162 (vol. 1; Mar. 23, 
1942) 77th Cong., 2d Sess. 


3¢ Pub. L. No. 528, Sec. 403, 56 Stat. 245, 50 U.S.C. paral 1191 (Supp. 1942). 
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on this section, some contractors subject to it took the position that it had 
been ill-considered and that it was designed to “ruin” American business. 

In August of 1942 the campaign to repeal or emasculate renegotiation 
was launched by John B. Hawley, president and sole owner of the North- 
ern Pump Co. of Minnesota, when he circularized the Congress and busi- 
nessmen with a silver-covered 42-page brochure captioned Dictatorship 
over United States Industry under Public Law 528 and sub-captioned 
Sabotage of Production, Development and Expansion—towards Losing the 
War. This was only one of a series of mailings sent out by one of the 
relatively few aggressive opponents of renegotiation—an excellent pro- 
ducer, it must be said, as are most of the other vocal business opponents. 
At about the same time a financial magazine carried an article by a 
prominent writer condemning renegotiation and basing his argument 
almost wholly on a theoretical case coinciding interestingly with Northern 
Pump.” This article, displaying a wide misconception of what renegotia- 

-tion is all about, was subsequently reprinted in condensed form in Reader’s 
Digest. The battle was on. 

The Departments engaged in renegotiation agreed with some of the 
more reasoned objections to the law which were voiced by businessmen of 
a less sensational stripe than Hawley, Jack, et al. Indeed, as the adminis- 
trators began to work with the act, it became apparent that it did contain 
a number of minor flaws relating chiefly to mechanics. This was inevitable 
since adoption and application of the principle of renegotiation repre- 
sented pioneering. Certain recommendations for changes in renegotiation 
were adopted administratively by the Departments and subsequently 
incorporated as amendments to Section 403 in the Revenue Act of 1942,” 
jurisdiction for renegotiation having been transferred from the Appropria- 
tion Committee to the House Ways and Means Committee and the 
Senate Finance Committee where it has continued to remain. 

A summary of some of the other changes effected through the Revenue 
Act of 1942 will indicate the manner in which the practical aspects of 
profit control were now commanding an increasing degree of attention— 
the moral, fiscal and political aspects having been satisfied by the adoption 
of the principle embodied in Section 403. 

One amendment provided for final agreements. When a contractor or 
subcontractor renegotiated in good faith for a specified period and agreed 
to eliminate excessive profits for that period, it was clear that he should 

3* John T. Flynn in Barron’s National Business and Financial Weekly for August 31, 1942, 
“Cost Plus, a World War Evil Returns.” 

# Act of Oct. 21, 1942, Pub. L. No. 753, 56 Stat. 798. 
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be entitled to assurance that the matter would not be reopened at a later 
date. The original statute did not provide expressly for any final clearance 
for liability for excessive profits. This amendment specifically authorized 
such final agreements for a specified past or future period. 

Another change was embodied in two provisions affecting a statute of 
limitations on renegotiation. The first of these prohibited renegotiation 
after one year from the close of the fiscal year in which the contract or 
subcontract was completed or terminated. The second authorized a con- 
tractor to file financial and cost statements for prior fiscal periods and 
obtain clearance under the statute, unless the Secretary should begin 
renegotiation within one year thereafter. Few contractors availed them- 
selves of this privilege. 

Under the original law, when a contractor or subcontractor held a num- 
ber of war contracts or subcontracts, the boards had found it desirable to 
renegotiate with him to eliminate excessive profits on these contracts or 
subcontracts as a group, or on an overall basis, instead of individually. 
Section 403 authorized renegotiation of contracts individually. In view of 
the boards’ practice of considering contracts as a group, the group renego- 
tiation was formalized as part of the statute. 

By one of the amendments, too, the Treasury Department was brought 
into the field of renegotiation, while other changes were largely of a 
technical and relatively minor nature. 


CONGRESSIONAL INVESTIGATIONS 


Politically, the next important step affecting renegotiation was an in- 
vestigation by the Special Committee Investigating the National De- 
fense Program (Truman Committee) begun in the early part of 1943 under 
the direction of Senator Carl M. Hatch, chairman of a special subcom- 
mittee on renegotiation. A report** issued by this subcommittee under 
date of March 30, 1943, in general endorsed the principle of renegotiation 
in no uncertain terms, praised its administration and made a number of 
recommendations designed to lead to further improvement in both the act 
and the administration. 

Led by a small minority of businessmen, the attack on the principle of 
renegotiation became increasingly vocal as the year 1943 progressed. Thus 
it was that several score of industrialists thoroughly opposed to renegotia- 

33 Additional Report of the Special Committee Investigating the National Defense Pro- 
gram pursuant to S. Res. 71 (77th Cong.) A Resolution Authorizing and Directing an In- 


vestigation of the National Defense Program, Renegotiation of War Contracts, March 30 
(legislative day, March 23), 1943. 
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tion appeared before the Naval Affairs Investigation Committee during 
its hearings on the subject in June, 1943.*4 Also before this committee, on 
the other hand, appeared a number of contractors who favored the prin- 
ciple and the administration of the Renegotiation Statute. The transcript 
of these hearings is embodied in a 1300-page document, which was sup- 
plemented on October 7, 1943, by a report of the committee itself.** The 
majority of this committee followed in the steps of the Truman Committee 
by strongly endorsing both the principle and the administration of the 
statute. The minority endorsed the principle, praised the Government 
representatives in the price adjustment boards but averred that renego- 
tiation had served its purpose and should be repealed as to contracts made 
after December 31, 1943. 

With attacks by certain business groups rising to a higher pitch, the 
House Ways and Means Committee—as part of its job in preparing the 
Revenue Bill of 1943—began hearings on renegotiation in September, 
1943, which continued off and on during the month. This testimony ran 
1100 pages,** The committee’s report’ outlined provisions for a new 
renegotiation act based on Section 403 of the Sixth Supplemental National 
Defense Appropriation Act. To the amazement of business interests, the 
renegotiation provisions prescribed by the House Ways and Means Com- 
mittee continued renegotiation in the main as it had been conducted for 
nearly a year and a half. Major changes— including provision for court 
review of unilateral determinations and exemption of contractors having 
renegotiable business less than $500,000 a year—had been either recom- 
mended or endorsed by the administrative departments. 

When the Senate Finance Committee had completed its hearings on 
renegotiation early in December of 1943, however, it soon became appar- 
ent that the majority of the committee was determined to make such 
changes in the House bill as would leave only an empty shell. The form 
would be preserved but the substance destroyed. All over the country 
newspapers reflected the public reaction to this attempted emasculation. 

34 Investigation of the Progress of the War Effort; Hearings before the Committee on 


Naval Affairs, House of Representatives, 78th Cong., 1st Sess. (Renegotiation of War Con- 
tracts), Vol. 2, June 10 through June 30, 1943. 

35 Investigation of the Progress of the War Effort, Report of the Committee on Naval 
Affairs, House of Representatives, Renegotiation of War Contracts, Oct. 7, 1943. 

36 Renegotiation of War Contracts, Hearings before the Committee on Ways and Means, 
House of Representatives, 78th Cong., 1st Sess. on H.R. 2324, H.R. 2698, and H.R. gors, 
Revised, Sept. 9 through 23, 1943. 

37 The Revenue Bill of 1943, Nov. 18, 1943, 78th Cong., rst Sess., House of Representa- 
tives Report No. 871. 
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Such a champion of private enterprise as David Lawrence at one extreme 
and such a “leftist” as PM at the other extreme sprang to the defense of 
renegotiation. Said the former: 


Undoubtedly there have been some injustices and these ought to be revised by the 
Tax Court, or even some special court. But when a man like James Forrestal, Under- 
secretary of the Navy, whose peacetime job is investment banking in Wall Street, 
cries out against the efforts to emasculate the renegotiation law, other business men will 
want to ask themselves whether their tactics may not lead to a reaction and another 
wave of radicalism and antibusiness legislation when the servicemen come back home 
and get all the facts about wartime profits.%* 


Another advocate of private enterprise, Mr. Arthur Krock, in com- 
menting on the attempt to amend renegotiation out of existence, said: 


If the Renegotiation Act is amended to the extent favored by the Congressional 
committees, war corporate profits will reach levels that, when spotlighted after the war, 
as they are sure to be, may infuriate the country, produce a reckless and destructive 
backswing against industry and start all over again the cycle of pacifism and “mer- 


chants-of-death” propaganda that helped so profoundly to send this nation unprepared 
into desperate war.39 


The preservation of private enterprise is certainly one of my chief con- 
cerns. Any legislation that would destroy or hurt it would be inimical to 
such a concern. Believing that renegotiation was not only in the general 


public interest but was of specific benefit to industry itself and convinced 
that any emasculatior of renegotiation would be a serious blow to both the 
country as a whole and industry as an important segment, I presented on 
behalf of myself and Senators La Follette, Connally, and Lucas a docu- 
ment called Minority Views.*° The response to publication of these views, 
which attacked certain of the provisions of the Senate bill that seemed to 
me to emasculate renegotiation, was instantaneous and dramatic. News- 
paper editorial writers and commentators throughout the country, pre- 
sumably reflecting a good cross-section of public sentiment, made it clear 
that the public would not stand for renegotiation emasculation. It became 
crystal clear that the country would not tolerate a return to World War I 
profiteering and that it regarded renegotiation as the only sound preven- 
tive measure so far developed. 

As a consequence, the Senate and House conferees, composing their 


3* Washington Star, December 14, 1943. 


39 How Business Can Make Itself the Post-war Goat, Arthur Krock, in the New York 
Times, December 16, 1943. 


The Revenue Bill of 1943, Minority Views, January 6, 1944, 78th Cong., rst Sess., 
Senate Report 627, Part 2. 
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differences, presented to the Congress what the Washington Post described 
as “a testimonial to the legislative process of study, discussion and com- 
promise. It is,” continued the Post, “a sound, workable law, acceptable to 
the executive agencies which must administer it and responsive to the 
rights of the contractors who must submit to it.”* 

In short, after long trial and error, the fundamental trio of considera- 
tions—material, fiscal, and moral—had been satisfied by successful 
legislative processes for the reasonable control of wartime profiteering. 

No doubt, as time goes on, new flaws will appear in both the legislation 
and the administration. But as it now stands, the Renegotiation Act itself 
is the best solution of a difficult problem which human ingenuity and 
experience have been able to contrive. 


4 Washington Post, February 15, 1944, editorial page. 





RENEGOTIATION—AN ANSWER 
AND ITS PROBLEMS 


Grorce F. James* 


PURPOSES OF RENEGOTIATION 


TATUTORY renegotiation rests upon one foundation: the demand 
S of the public conscience that no man shall gain from the common 
calamity of war. That this was its historical and political basis is 
clear. The sequence of specific legislative attempts to limit profits from 
war contracts, culminating in Section 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, leaves no doubt as to the 
motivating force behind the enactment.’ Consideration of subsidiary 
policies of the act and of its administration reveals a second truth, less 
obvious but equally important. No basis other than profit limitation for 
its own sake will adequately explain statutory renegotiation. Careful, 
intelligent, and well-informed administration can prevent renegotiation 
from operating to defeat or unduly to impair competing objectives. Some 
additional purposes may even be served almost as well as by means 
primarily designed for them. But there is no understandable and de- 
fensible end, except control of war profits for its own sake, which is better 
served by renegotiation than it would be by other means and methods. 
The foregoing remarks are intended in definition of renegotiation and 
not in criticism. The objective of limiting war profits is a legitimate one. 
More than that, it is of such importance as to justify extreme measures 
and substantial expense in man hours, so long as other and more vital 
requirements are not sacrificed in the process and other essential ends are 
adequately served. 

In the first place, the morale of the fighting forces and of the general 
civilian public, whether suffering extreme privation or merely undergoing 
minor annoyance and inconvenience, is sure to be impaired by the spec- 
tacle of great fortunes acquired in time of war. This is especially true if 
the fortunes are earned by those who produce matériel of war and are 
paid directly or indirectly from the common treasury. All should recog- 
nize the necessity in a democracy of preserving the belief that the enor- 

* Chief, Price Adjustment Section, Chicago Ordnance District. The opinions expressed 
er ee They are not to be taken as representing War Department 


* The statutory history is developed in some detail in an article by Senator Walsh in this 
issue and, therefore, is not included at this point. 
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mous cost of total war will be fairly distributed, with no useless sacrifice 
required but with no needless special privilege permitted. This belief 
might require the support of publicity devices, but the more it rests upon 
fact the more secure it will be. 

There is also a second factor, the importance of which will be more 
apparent after the war and on which a majority will agree. If a system of 
industrial production financed and controlled by private capital is to con- 
tinue in the United States after the war, there must be a reasonable degree 
of mutual confidence, understanding, and respect among industrial 
management and finance, labor, and the general public—consumer and 
voter. Nothing would more surely undermine that confidence than noto- 
rious evidence of widespread profiteering on war production. This danger 
to industry itself, inherent in large war profits, was the burden of early 
addresses by Mr. Maurice Karker,’ first chairman of the War Depart- 
ment Price Adjustment Board, and undoubtedly motivated a number of 
the businessmen, bankers, and lawyers, who, in uniform and out, have 
been active in administering the Renegotiation Act for its two years of 
existence. 

These two chief objectives—the preservation of public morale in time 
of war and the elimination or limitation of a dangerous occasion for eco- 
nomic dispute in the postwar period through a direct attack on war profits 
as such—explain the actual historical basis of renegotiation and must 
largely justify it, if it is to be justified. Other commonly stated purposes— 
checking inflation, rewarding and promoting efficient production at mini- 
mum actual cost, and reducing the dollar cost of war—are ends which must 
be served. Devices must be found to serve them, and if statutory renegoti- 
ation is part of our government contracting program, it must be so adminis- 
tered as not to defeat them. But no reasonable person having a clear under- 
standing of the problem would advance overall statutory renegotiation 
primarily as a device for attaining these objectives in preference to ob- 
vious, easily devised competing devices. Some discussion of the proce- 
dures of renegotiation and their operation may be necessary to make this 
fact clear. 


PROCEDURES AND OPERATION OF RENEGOTIATION 


Section 403 of the Sixth Supplemental National Defense Appropriation 
Act as originally enacted on April 28, 1942, provided in its effective clause 
as follows: 


? See, for example, the speech delivered by Mr. Karker to the Economic Club of Chicago, 
Chicago, Illinois, November 23, 1942. 
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Whenever, in the opinion of the Secretary of a Department, the profits realized or 
likely to be realized from any contract with such Department, or from any subcon- 
tract thereunder whether or not made by the contractor, may be excessive, the Secre- 
tary is authorized and directed to require the contractor or subcontractor to renego- 
tiate the contract price. 


The emphasis is on profits realized or likely to be realized from con- 
tracts, and the operation is the renegotiation of contract prices, presum- 
ably to reduce the price on deliveries to be made in the future under 
existing contracts and perhaps also on deliveries already made under 
contracts in existence on that date. The act was evidently modeled, at 
least in part, on procedures already in use on an experimental basis and 
limited scale in the War Department. In these procedures certain con- 
tractors had, in fact, been called in and evidence presented to them show- 
ing that unreasonable profits had accrued and were accruing on their War 
Department contracts. They had then been urged to prevent the con- 
tinuance of the situation by revision of their price structure and policies 
from that day forward. Immediately on enactment of the statute, a price 
adjustment board was set up in the War Department and, in a few early 
cases, this practice continued with primary emphasis on prices and the 
prospective operation of price renegotiation. There was apparently some 
thinking at that time that best results could be reached by a rather rapid 
review of the contractor’s profits accruing in the fiscal year in which the 
renegotiation took place, the fixing of a firm price schedule not subject to 
further review for the balance of that year, and, to the extent necessary, 
the recapture of profits already accrued under the old price schedule, as an 
incident to the major repricing operation. 

Almost immediately, however, practical difficulties arose which, within 
a few months, resulted in a complete change of emphasis and later in a 
change in the statutory plan itself. In the first place, any intelligent re- 
pricing has to be based upon prices applicable and costs being incurred 
under individual contracts, or at least for particular products. If a certain 
contractor producing a number of different products is earning a high 
profit on some and a low profit or loss on others but the result overall is 
too high a total profit margin, it would be quite unsatisfactory to require 
him to make a horizontal slash of all prices. It might be that production 
on his less profitable items would continue for a substantial time in the 
future while the contracts under which he was producing the more profit- 
able items might be completed or, through changes in the war program, 
might be terminated in the near future, leaving the contractor operating 
at no profit or at a loss under his revised schedule. Or the opposite might 
occur, so that a redesigned price schedule which was expected to eliminate 
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all excessive profits for the balance of the year might, in fact, result in 
substantial excessive profits, due not to the increasing efficiency of the 
contractor but simply to a change in the distribution of his production 
among products. On the other hand, actual analysis of prices and costs on 
a variety of products in connection with renegotiation hearings would be 
an extremely time-consuming operation which might not prove feasible 
in the first, wholesale attack on war profits. 

Once it was decided that the great majority of all contractors and sub- 
contractors must be reviewed and renegotiated under the statute, the 
size of the total operation was so great as to require decentralization. 
This raised a further difficulty from the point of view of the contractor. 
If his Ordnance contracts were to be renegotiated by Ordnance, Air Corps 
contracts by the Air Corps, Navy contracts by the Navy, and so on, there 
would be the danger that the prices of profitable contracts would be cut 
down to a level regarded as reasonable by the renegotiating agency while 
the prices of unprofitable contracts might be left undisturbed, resulting 
in a total profit picture entirely unsatisfactory to the producer. This 
possible inequity resulted in the assignment of contractors to the particu- 
lar service or office having the major procurement interest, which office 
was granted authority to “renegotiate on an overall basis”’ for all services, 
further divorcing the pricing and renegotiation functions. All factors to- 
gether impelled a mode of renegotiation in which the particular emphasis 
was on the determination of a lump-sum recovery, which, with any pro- 
spective price adjustment the contractor might be willing to make, would 
be adequate to eliminate excessive profits for the year to be reviewed. 

Originally the attempt was made to start this overall review on esti- 
mated operating statements for the year. Naturally, such estimated 
statements could be prepared only by the contractor and no contractor 
would be willing to prepare such estimates without reasonable protection 
against contingencies which might result in higher costs and lower profits 
in the unexpired portion of the year. On the other hand, being largely at 
the mercy of contractor-prepared estimates and recognizing the inevita- 
bility of such contingency cushions, the renegotiating departments 
were not willing to enter into final contracts on such estimated figures 
without providing for a further review at the year-end to catch profits 
which might result from errors or undue caution in the original estimates. 
The final factor which produced the standard pattern of renegotiation of 
1942 fiscal years was the time lag in setting up operating machinery and 
obtaining assignments for renegotiation. Although the act was passed in 
April, 1942, thus covering the larger part of 1942 sales and profits, few 
renegotiating agencies were actually in operation before the last quarter 
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of 1942 and the majority of all companies assigned for renegotiation were 
assigned in the latter half of 1943. Thus almost all renegotiation of prices 
for 1942 fiscal years took place after the end of the year, and more than 
half took place after a lapse of a number of months. Naturally, emphasis 
in such renegotiations was on the recapture of profits already earned. 

The general procedure of statutory renegotiation in 1943 may be sum- 
marized as follows: Lists of war contractors and subcontractors, care- 
fully compiled from a number of different sources, were assembled in the 
assignment section of the War Department price adjustment board. 
After an initial screening to eliminate cases in which it was quite apparent 
that excessive profits did not exist, the companies thus assembled were 
distributed among the renegotiating agencies, principally the War De- 
partment, Navy Department, and Maritime Commission, although cer- 
tain other renegotiating agencies were later brought in by statute. Within 
the War Department a few major cases were held for renegotiation by the 
central Washington board, but the balance were then distributed among 
the various Army services, such as Ordnance, Air Forces, Signal Corps, 
Quartermaster, and Engineers. These services in turn decentralized their 
operations with offices in various principal cities. As a result a company 
might be assigned, for example, to the price adjustment section in the 
Chicago Ordnance District. By cross-delegation among the departments 
and services the local price adjustment section would have authority to 
conduct renegotiation on behalf of all interested Government procure- 
ment groups. 

On the receipt of such assignment, which on the average might have 
been as late as August or September, 1943, the section would estab- 
lish contact with the contractor and request data relating to the volume 
of war business and the profits earned thereunder in the company’s 
1942 fiscal year. Proceedings would ordinarily commence with a confer- 
ence, either in the office of the price adjustment section or in the con- 
tractor’s office, at which time the aims and operation of the Renegotiation 
Act would be explained. Further discussion would then develop the nature 
of the information required or useful in renegotiation. The basic account- 
ing data required would include balance sheets and profit and loss state- 
ments for the year under review and for a number of prior years. For the 
year under review it would be necessary to segregate income and expense 
between business subject and business not subject to renegotiation. The 
problems arising in connection with such segregation are discussed else- 
where in this issue. In addition, the contractor would be expected to fur- 
nish information concerning the character of his operations in years of 
peace, the character of his war production, and his special problems, ex- 
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penses, and risks, if any, involved in conversion from peace to war. In 
addition, he would develop evidence of any extraordinary contributions 
which he might have made to the war effort and any other arguments 
which he would consider relevant in support of the maximum profit allow- 
ance. 

While the contractor was preparing accounting statements and as- 
sembling other data and arguments, the renegotiating agency would turn 
to other sources of information within the Government, and particularly 
to such comparative price, cost, and production data as could be de- 
veloped in the purchasing and production branches of the procuring 
services. Information as to Government assistance by way of loans, ad- 
vance payments, Government-owned plant and productive equipment, 
and the like might be obtained from the contractor, from Government 
sources, or both. After all available information had been assembled and 
reduced to a report, the renegotiating agency would call the contractor in 
for a conference. 

At this conference the data and information appearing in the files 
of the agency would first be reviewed with the contractor, either to 
determine that there was no dispute as to the facts or to isolate and 
minimize any such dispute. Thereafter, either at the same conference 
or at a later conference, the Government representatives would either 
indicate that no refund was deemed necessary or would present a request 
for the refund considered adequate in view of all of the factors of the par- 
ticular case. While the refund first named would not constitute a final 
determination, but would continue subject to discussion, the effort was of 
course made not to name a figure until it was believed that all of the fac- 
tors were known and understood, and then not to depart from that figure, 
except on a rather clear indication that the facts had not been properly 
understood or that the value or importance of some factor had been mis- 
judged. In the great majority of cases—probably 95 per cent or more of 
all companies assigned—agreement would eventually be reached and the 
case reported either for refund or clearance. For a number of months final 
action on all cases was by the several top Washington boards. Later, how- 
ever, authority to act by agreement was delegated to the several services 
in cases involving total sales of not more than $10,000,000 and, in many 
instances, to field offices in cases involving total sales of not more than 
$5,000,000. All impasse cases, however, went to Washington for action, 
the authority to issue unilateral determinations not being delegated below 
the special representative of the Under Secretary of War. 

The procedure described above had several advantages. It permitted 
the assigned contractor to average out losses or low profits on certain 





210 THE UNIVERSITY OF CHICAGO LAW REVIEW 


Government contacts against high profits on other more successful 
operations. It subjected the contractor to review by only one agency, thus 
reducing the administrative burden both on the agencies and on the ad- 
ministrative and accounting offices of the contractor. It permitted ex- 
amination of profits after the fact, thus eliminating the problems of esti- 
mated figures, and minimized the problems of risks and reserves against 
contingencies. On the other hand, it resulted in practice in almost com- 
plete focus on recapture of past profits and the elimination of repricing of 
existing contracts as an important factor. The result largely justifies the 
recent statement of Mr. William L. Marbury that “renegotiation under 
Section 403 as practiced during the early months of its operation was 
merely a discretionary excess profits tax of one hundred per cent.” 

This development of renegotiation from repricing to recapture was 
later embodied in the statute. The Revenue Act of 1943, which became 
law on February 25, 1944, contains in Title VII, under the heading “‘Re- 
negotiation of War Contracts,” a complete revision of what had been 
Section 403 of the Sixth Supplemental National Defense Appropriation 
Act of 1942. This Title VII creates a statutory War Contracts Price Ad- 
justment Board handling renegotiation for the several Government pro- 
curement agencies to which the act applies. This board is given authority 
to enter into agreements “with respect to the elimination of excessive 
profits received or accrued ” It further provides: “If the Board does 
not make an agreement with respect to the elimination of excessive profits 
received or accrued, it shall issue and enter an order determining the 
amount, if any, of such excessive profits ” The act then provides a 
limited review of such orders in the tax court of the United States. It 
should be noted that under this title the basic responsibility of the price 
adjustment board is the elimination of excessive profits received or accrued. 
The only authority directly to adjust contract prices is contained in the 
sentence which follows the directions of the board to endeavor to reach an 
agreement with the contractor with respect to the elimination of excessive 
profits and provides: “Any such agreement, if made, may, with the con- 
sent of the contractor or subcontractor, also include provisions with re- 
spect to the elimination of excessive profits likely to be received or ac- 
crued.” The price adjustment board has no authority prospectively to 
adjust contract prices in default of agreement. This authority is vested by 
Title VIII of the same statute in the secretaries of the several depart- 
ments. 

The recapture or taxlike emphasis of renegotiation has formed the 


3 “Renegotiation and Procurement” by William L. Marbury and Robert R. Bowie, 10 Law 
and Contemporary Problems 225 (1943). 
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major basis for much of the more temperate and better-reasoned criticism 
of Section 403. It is, therefore, of value at this point to indicate certain 
respects in which this procedure, however much it may differ from the 
original repricing theory, is still justified as a satisfactory technique—a 
technique superior to others which might be used for the purpose of 
eliminating excessive war profits. It is often objected that the Renegotia- 
tion Act contains no definition of excessive profits. It is argued that the 
act provides a one hundred per cent tax on profits above a point, which 
point is not fixed by statute but is left open for administrative determina- 
tion. In this it contrasts sharply with the technique of the Vinson-Tram- 
mell Act or the Case Amendment passed by the House of Representatives 
in April, 1942, each of which fixed maximum percentages of operating prof- 
it to sales‘ and provided for recapture of all profits accrued in excess of the 
rate allowed. Such definite and inflexible profit margins may, perhaps, be 
justified if applied by statute to a single field, such as shipbuilding in the 
original Vinson-Trammell Act. If applied to all war production, they 
would achieve actual discrimination of a glaring sort under the guise of uni- 
formity. A single profit margin applicable to the needle trades, to a single 
manufacturing operation (such as a grey iron foundry or a forge shop), 
and to a most highly integrated manufacture in which basic raw materials 
are processed through a number of steps into the amazingly intricate and 
accurate end products of modern ordnance matériel, would necessarily 
be far too liberal at one extreme, far too severe at the other, or, in seeking 
to strike an average, would be unsatisfactory at both ends of the scale. On 
the other hand, it would be impossible for Congress, within the limits of 
time available, to study all of the industries the products of which flow 
directly or indirectly into the procurement branches of Government, and 
work out separate standards for each such industry and operation. Even 
if it were possible effectively to classify all Government contractors and 
subcontractors by industry and operation, the task could only be per- 
formed through the more flexible administrative procedure and could 
only be performed in the first instance on a case by case approach, and 
through the accumulation of precedents, each based on the informed 
judgment of reasonable men dealing with the detailed problems of the con- 
tractor, forced to negotiate with experts in each field and exchanging in- 
formation among themselves as the task for the first year proceeded to- 
ward completion. On this ground alone and even assuming that standard 
formulae for treatment of various industries and operations would be 


‘It was clear in the Vinson-Trammell Act that the maximum statutory profit percen 
referred to the percentage of operating profit to sales. The same was quite evidently the intent 
of the Case Amendment, although the language is not so clear. 
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desirable, the actual operation of renegotiation in 1943 is abundantly 
justified. 

It is, however, extremely questionable whether even this character of 
uniformity by industry and operation is desirable and should be achieved. 
Within an industry there will always be a variation in normal earning 
power, operating efficiency, competitive position, volume of production, 
and risk among the various units, which may justify rather wide departure 
in particular cases from any norm established for the group. Before con- 
sidering the manner and the extent to which such factors should be con- 
sidered and permitted to create apparent discrepancies, it will be well to 
consider the criteria which have in fact influenced the results reached and 
profit margins allowed in renegotiation settlements. 

For a few months renegotiating agencies early in the field operated al- 
most entirely without instructions as to the criteria for determining ex- 
cessive profits. To the extent that uniformity of approach was attained, it 
resulted from the hundred per cent review of all settlements in the War 
Department, Navy Department, and other central Washington boards. 
Before long, however, directives and statements of policy and procedure 
were issued, binding at least on the consciences of all field offices. Sub- 
stantially these criteria were later embodied in the revised Renegotiation 
Act of February, 1944. Thus, the following statutory provisions’ state, in 
effect, the policies which were in effect during 1943. 

In determining excessive profits there shall be taken into consideration the follow- 
ing factors: 

(i) efficiency of contractor, with particular regard to attainment of quantity and 


quality production, reduction of costs and economy in the use of materials, facilities, 
and manpower; 

(ii) reasonableness of costs and profits, with particular regard to volume of pro- 
duction, normal pre-war earnings, and comparison of war and peacetime products; 
(iii) amount and source of public and private capital employed and net worth; 

(iv) extent of ‘risk assumed, including the risk incident to reasonable pricing 
policies; 

(v) nature and extent of contribution to the war effort, including inventive and 
developmental contribution and cooperation with the Government and other con- 
tractors in supplying technical assistance; 

(vi) character of business, including complexity of manufacturing technique, 
character and extent of subcontracting, and rate of turnover. 


One of the most important factors in the early cases was the prewar 
earnings record of the contractor, suggested in the phrases “reasonable- 
ness of costs and profits with particular regard to volume of production, 
normal prewar earnings, and comparison of war and peacetime products.” 


5 Revenue Act of 1943, Title VII, Sec. 7o1 (a). 
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The theory was that the actual record of each contractor in a normal 
peacetime era (ordinarily taken as the years 1936/1939) constituted a 
starting point in determining a reasonable profit for the same contractor 
in time of war. This profit was taken in terms of the relation between 
average prewar operating profit and average prewar sales, in dollars. It 
was, however, early determined that this ratio should not necessarily hold 
in cases in which the contractor was enjoying an extraordinary volume 
of sales as a result of the war effort. To take the simplest case, if a con- 
tractor ordinarily earned $1,500,000 on a normal sales volume of $10,000,- 
ooo and in 1942 he was enjoying a sales volume of $100,000,000 in the 
same product, without comparable increase in plant and invested capital, 
it did not follow that he was entitled to a profit of $15,000,000 before taxes 
from these operations. A possible alternative computation would have 
been to “freeze” the contractor’s normal ratio of operating profit to in- 
vested capital. The difficulty of this approach would be that the contrac- 
tor would have no incentive whatsoever to increase his output in relation 
to plant and investment since he might show no profit on his additional or 
“incremental” sales volume. The sliding scale technique by which the 
contractor would receive some additional profit on each increment of addi- 
tional volume but a smaller percentage profit as volume increased, 
afforded in effect a compromise between a normal return on sales and a 
normal return on capital, designed to leave an incentive for increased 
volume while preventing dollar profits so great as to offend public con- 
science and to support a charge of profiteéring. 

No contemporary discussion explains in detail why it was generally 
conceded that a contractor with high prewar earnings should be permitted 
a higher profit on war business than a contractor with a low prewar profit. 
Two reasonable explanations suggest themselves. In most cases high pre- 
war profits indicate one or both of two conditions: (a) an industry the 
characteristics of which are such that a relatively high profit on sales is 
normal and necessary; (b) efficient management and operations resulting 
in a profit margin above that normal for the industry. In any particular 
case high or low profits might have resulted independently of the normal 
operation of these factors. For example, a particular industry which ought 
to show a high profit in normal periods might chance to have been de- 
pressed during the period 1936/1939, or a particular company by virtue of 
monopoly position might have enjoyed profits not justified by the nature 
of its business or by its own efficiency. In general, however, the base 
period approach would tend to give favorable treatment to industries 
requiring a high profit and to efficient operators. Since the base period 
approach was used as a guide and not as a formula, individual cases in 
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which it produced an unjustified result could be eliminated by adequate 
analysis.° 

From the start it was apparent that the base period approach has little 
validity where the war production of the contractor is not substantially 
similar to its peacetime business. If a washing machine company, a stove 
manufacturer, a radio assembler, and a producer and merchandiser of 
gasoline pumps are all engaged in manufacturing armor-piercing shot 
there is no particular reason why the prewar earnings of these various 
companies should be relied upon as a test for what each should earn in its 
war production. In such cases it becomes necessary more directly to 
attack the problems of the “efficiency of contractor, with particular 
regard to attainment of quantity and quality production, reduction of 
costs, and economy in the use of materials, facilities and manpower” and 
the “character of business, including complexity of manufacturing tech- 
nique, character and extent of subcontracting, and rate of turnover.”’ The 
factors of the character of the business would be more or less uniform 
among producers of the same military item, or at least to the extent that 
they were not uniform the differences would be comparatively simple to 
evaluate. Such problems could, after a year of operation under renegotia- 
tion, be reduced fairly effectively to a set of administrative standards 
permitting a reasonable degree of comparative equality of treatment. 


Factors of efficiency, however, are those peculiar to each contractor and 
the ones which present the greatest difficulties in the fair and constructive 
administration of the statute, once the negotiator departs from base 


¢ A typical case in which base period averages would constitute too harsh a starting point in 
determining excessive profits would be that of a company engaged in a normally highly cyclical 
industry in which the years 1936/1939 represented a relatively low point in the cycle. It is 
characteristic of such businesses that they must earn fairly high profits in their good years in 
order to carry them through recurrent periods of low earnings or losses. For example, a com- 
pany producing heavy steel forgings, largely for the railroads and rail equipment industry, 
showed an average rate of earnings from 1936 to 1939 of less than 6 per cent on a normal sales 
volume of less than $5,000,000. It is common knowledge that these years were not a period of 
generally satisfactory earnings in the industry. The inadequacy of this company’s level of 
operations and profit was demonstrated by the fact that its net income after taxes expressed as 
a percentage of net worth varied from 2 per cent to 10 per cent during the period, with an 
average between 5 per cent and 6 per cent. It was apparent that this was not a level at which 
permanently successful operations could be looked for. The company was allowed approximate- 
ly 10 per cent on sales before taxes on the renegotiable portion of approximately a $15,000,000 
sales volume, which permitted the company to retain a profit equal to about 13 per cen: of net 
worth after taxes. On the other hand, another company showed average prewar earnings of 
about 23 per cent before taxes on a normal sales volume in excess of $1,000,000. Analysis of the 
business situation showed that the 1936/1939 period was abnormally good for this company 
which happened to have a trade position permitting it to take the fullest advantage of an 
abrupt and drastic increase in the demand for its product. Despite close similarity between the 
war and peace product, the company was cut down to a return of about 124 per cent before 
taxes on the renegotiable portion of its 1942 volume. 
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period earnings as a test assumed approximately to reflect efficiency in 
management. 

The simplest approach to the problem of efficiency would be to take all 
producers of a particular item, and compare their respective unit prices 
and their respective profit margins. If four competing firms were all 
manufacturing 75-mm. armor-piercing shot at the same unit price and one 
contractor came in with a 5 per cent profit margin, the second with 10 per 
cent, the third with 20 per cent, and the fourth with 40 per cent, it 
would appear that the relative efficiency of the producers was thus 
demonstrated. The most efficient producer would be entitled to the highest 
profit margin not only in percentage but in dollars. If the 10 per cent 
producer were taken as the norm, on a $1.00 unit price he would receive 
and retain 1of in profit. The 5 per cent operator would present no prob- 
lem. As long as his production was necessary for the war effort he would 
be entitled to keep his nickel, but no more. And certainly the 20 per cent 
and 40 per cent producers would be entitled at least to 1o# a shot, even 
though the result was to give the 40 per cent producer a profit of 16.7 per 
cent on costs or 14.3 per cent of “adjusted sales.’’’ This would be the 
minimum. Perhaps the most efficient producer should receive at least 15¢, 
although this would show him a profit margin of 20 per cent on adjusted 
sales, a level of profit which, without the supporting data, would appear 
to be excessive.* 

Even if data as accurate as those assumed in the foregoing paragraph 
could normally be obtained, the problem is not so simple as that and the 
answer is not so obvious. In private business with no Government control 
and no Government interference, the efficient producer with low average 
costs would receive 40 per cent profit on his $1.00 shot as long as the de- 
mand was such that shot could be sold for $1.00 and the gs5¢ producer 
retained in production. In cutting the 40# profit producer down to a 15¢ 


7 “Adjusted sales,” an important concept in renegotiation computations, is actual net sales 
less the dollar amount of the refund obtained. Renegotiable profit after refund is always ex- 
pressed in price adjustment statements as a percentage of renegotiable adjusted sales. Thus, 
if a company came into renegotiation with renegotiable sales in the amount of $10,000,000 on 
which it showed an operating profit of 60 per cent and if a refund of $5,000,000 were obtained, 
the remaining $1,000,000 in profit would be described not as 10 per cent of sales but as 20 per 
cent of adjusted sales. This method of computation is necessary in comparing results, since a 
mode of expressing remaining profit after renegotiation as a per cent of unadjusted sales would 
tend to favor companies who entered renegotiation with greatly inflated sales figures resulting 
from extraordinarily high profits. In effect, the adjusted sales technique is a circumlocution for 
expressing profit as a percent of cost. 

* The hypothetical case discussed is by no means fanciful. A number of comparable in- 


stances could be presented from the files even of the single office with which the writer is con 
nected. 
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profit we have already introduced an element of moral judgment. We 
have, in effect, decided that the low cost producer is not entitled in prac- 
tice to the full difference between his average cost and a price which per- 
mits the highest cost producer whose product is required by the Govern- 
ment to remain in business. Following the same approach, we must next 
consider the cause of such startling differences in average cost of produc- 
tion. We may find that the 95¢ producer is operating with a relatively 
small volume of Government orders, using relatively inappropriate and 
inefficient machinery which he has acquired and converted to war produc- 
tion, while the lowest cost producer has been given a tremendous volume 
of orders and has acquired or has been furnished the most modern and 
best-equipped of plants to make his high level of production possible. In 
such a case the efficiency of the high cost producer, given the situation in 
which he is to operate and the facilities which he is using, may be as great 
as or greater than the minimum cost producer, and it becomes less obvious 
that the minimum cost producer is entitled to a higher profit margin. 

The foregoing illustrations are based on the assumption that genuine 
comparisons can be made among various producers of novel war items. 
Even on this assumption it should be clear that the problem of determining 
proper profit margins for each such producer is not an easy one. In the 
majority of actual cases, moreover, the assigned contractor is producing . 
several different war items and produced them during the year at various 
prices and with various modifications of design from time to time, some of 
which may be unimportant but some of which may be very important 
indeed. The attempt to compare him with other producers of the same and 
different items, likewise produced at various prices and subject to various 
design changes, is so complex as to fall in very many cases outside the 
limits of practical administration. We can only note that the efficient pro- 
ducer should receive preferential treatment in renegotiation—since uni- 
form treatment in terms of per cent of profit to costs will otherwise actual- 
ly reward inefficiency and put a premium on waste—that low prices or 
high profit margins at average prices are some evidence of efficiency, but 
that variations in labor market, plant, and equipment may render these 
guides of price and profit margin unreliable as a gauge of efficiency in any 
particular case.° 

* The discussion to this point has covered the factors which had the major influence on ac- 
tual profit margins allowed in renegotiation of 1942 fiscal years. In certain cases the element 
of public and private capital employed and the net worth of the contractor have been impor- 
tant. The writer believes, however, that the question of capital employed is so closely related to 


the question of volume that it hardly merits independent discussion. In general, it may be said 
that to the extent that extraordinary volume is obtained by the use of Government equip- 
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At this point it may be well to introduce a competing objective of the 
retrospective pricing function exercised in statutory renegotiation. In 
Lieutenant Watt’s article it is pointed out that the very existence of re- 
negotiation as a backstop for their efforts has afforded a temptation to 
procurement officers to relax in their efforts to obtain the closest possible 
price from each producer and has given the producer an argument which 
he may present to the contracting officer and to his own conscience in 
support of bids which carry either a high profit margin or unreasonably 
large reserves against contingencies which will probably ripen into high 
profit margins in the normal course of production. It has been suggested 
that renegotiating groups must combat this tendency by rewarding the 
contractor who comes into renegotiation at the year end with relatively 
low profits, since these indicate that he has followed what is known as a 
“close pricing policy.”** But the question has aptly been asked “Close to 
what?” Relatively low profits at the year end may result from efficient, 
well-controlled operation under carefully considered low prices. It may 
equally result from relatively high prices followed by a relaxation of cost 


ment, working capital, or both, through extraordinary reliance on subcontracting, or by any 
combination of these factors, the maximum discounting for volume (i.e., the most severe 
application of the descending sliding scale of profit) is indicated. On the contrary, where the 
extraordinary volume is obtained with the use of the contractors’ own capital and plant, either 
by additional investment and physical expansion, or by bringing previously idle facilities into 
play, there is less justification for any volume discount. It will frequently be true where a large 
additional volume of actual manufacturing operations can be carried on with the capital and 
facilities already in use that the company was one subject to severe cyclical influences and was 
in an unfavorable stage of the cycle in the base period and, therefore, had large standby 
capacity. In such a case discounting from base period would have very questionable validity. 
(See in this connection note 6 supra.) Where the contractor has committed substantial amounts 
of additional capital to his venture and particularly if he has invested them in fixed assets, 
again it seems quite questionable whether there should be any substantial discounting for 
volume. 

The special committee of the United States Senate investigating the National Defense 
Program presented a report March 30, 1943, showing profit margins after renegotiation in 70 
cases in which the War Department had completed renegotiation and had obtained a refund. 
Three per cent of these companies were left with renegotiable operating profits less than 6 per 
cent of adjusted renegotiable sales. Thirteen per cent were left with a profit between 6 and 
8 per cent, 22 per cent with a profit between 8 and 10 per cent, 24 per cent with a profit be- 
between ro and 12 per cent, 17 per cent with a profit between 12 and 14 per cent, 14 per cent 
with a profit between 14 and 16 per cent, and 7 per cent of the companies with a profit in excess 
of 16 per cent of adjusted renegotiable sales. Thus approximately two thirds of the cases were 
settled between 8 and 14 per cent. The writer has seen later and more comprehensive figures 
which are generally consistent with those published in the Senate report. The variation indi- 
cates that some factor or factors were, in fact, taken into account as justifying a very con- 
siderable spread from a median of about 11 per cent. In the writer’s opinion, the principal 
factors which produced this result were those discussed above and particularly base period 
earnings and the nature and complexity of the manufacturing operation. 


© Note statutory criterion: “(iv) extent of risk assumed, including the risk incident to 
reasonable pricing policies.” 
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control when it became apparent that these high prices were resulting in 
high profits which taxes would largely eliminate and which renegotiation 
would not permit. In some instances this situation is easily discovered. If 
a contractor comes in with an abnormally high gross manufacturing profit 
and a net operating profit within a reasonable range, padding of such 
overhead items as advertising, branch office expense, and administrative 
salaries is a possibility to be considered. General and approximately uni- 
form lack of control gver costs, with high wage rates, inefficient use of 
labor, waste of raw materials, and excessive profits paid for pre-fabricated 
components, is much less easy to recognize. Despite their limitations, 
comparative price data supplemented by reports from Government plant 
engineers and inspectors on the nature of the operation, the modernity of 
plant, and the character and quality of equipment here give the best guide. 
It must be recognized, however, that within the limits of the administra- 
tive procedure such checks are not perfect. To the extent that emphasis in 
renegotiation is based on apparent “close pricing”’ in the sense of a reason- 
able profit margin at the year end, it may be at least a half truth that 
efficiency does not pay in renegotiation. This brings the discussion around 
to the stated objectives of the act, other than control of excessive profit, 
and to criticisms which have been leveled against the act and its adminis- 
tration. 
MAJOR PROBLEMS OF POLICY—THE PROS AND CONS 


As stated above, renegotiation has been credited with various sub- 
sidiary objectives among which were reduction of the total dollar cost of 
war, avoidance of inflation, and the promotion of efficient production at 
minimum actual cost. On the reduction of the dollar cost of war, renegotia- 
tion has made a definite contribution, small by comparison with total 
Government expenditures but still significant. The most commonly 
quoted estimate of the net savings from renegotiation—the amount re- 
covered through renegotiation which would not have been recovered 
through taxes—is about $1,500,000,000. Such a saving is by no means 
negligible. In normal times the sum would seem vast and even today it 
should justify its cost and even the political turmoil which it has occa- 
sioned. While obviously more money could be raised by an increase in the 
tax rate, renegotiation as an instrument of fiscal policy may be regarded 
as a flexible adjustment of maximum tax rates, designed to increase the 
burden on companies earning too much even despite taxes; in a sense is an 
offset to various relief provisions in the excess profits tax designed to aid 
companies on whom these taxes bear too heavily.” 


* The writer is indebted for this analogy to Mr. Herbert C. Hirschboeck of the Milwaukee 
Bar, formerly a member of the Chicago Ordnance District Price Adjustment Section, who 
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The extent to which renegotiation has been of value in combating in- 
flation and in promoting industrial efficiency is more questionable. Taking 
the recapture operation alone and disregarding any indirect assistance 
which renegotiation may afford the pricing activities of procurement 
officers, there is some force to the argument that the effect of the statute 
is inflationary and tends to discourage efficiency. Mr. Baruch has pointed 
out the truism that such is the effect of high excess profits taxes. To the 
extent that renegotiation has operated as a one hundred per cent tax on 
certain profits determined by administrative procedure to be excessive, 
the same principle would seem applicable.* The preceding discussion 
should show that a sincere effort has been made in the administration of 
the act to reward efficiency and to favor the company which has not been 
guilty of charging prices so excessive in the first instance as to create a 
virtual guaranty of profit. In any case one year of renegotiation, coming 
in well after the event and not fully anticipated during the year reviewed, 
could have had no substantial effect one way or the other on the costs of 
that year. The problem today is the effect of continued renegotiation on 
industrial efficiency and morale and the extent to which good effects may 
be emphasized and bad effects minimized. At this point perhaps another 
word may be said on the twin policies of rewarding low cost and penalizing 
high profit. Each is designed to promote industrial efficiency. The theories 
behind them are different and their operation may to some extent be in- 
consistent. 

The theory of rewarding low cost is the converse of the “‘cost-plus- 
per-cent-of-cost” criticism. If it were true, for example, that all steel 
foundries could expect to receive as a result of renegotiation a profit equal 
to 12 or 13 per cent of cost, the higher the cost of the operation the higher 
approved profit would be in dollars. To the extent, therefore, that it is 
possible in renegotiation to test comparative costs of competing producers 
and to insist upon the rule that the low cost producer must receive the 


proposed it in an address to the Wisconsin State Bar Association on February 22, 1944. The 
following illustrations (based on actual cases, with the facts somewhat disguised) show that 
such a flexible correction of maximum tax rates is sometimes necessary. Company A had aver- 
age annual net sales in the prewar period of less than $300,000, with an average net profit 
before federal taxes of less than $30,000 and net income after taxes of less than $25,000 a year. 
In 1942 this company before renegotiation showed a total net profit before taxes of more than 
$1,500,000 and a net income after taxes of more than $400,000, or some three and one-half 
times the net worth of the company at the start of the war period. Company B had average 
prewar sales of less than $1,000,000 a year with average profit before taxes of less than $50,000. 
In 1942 this company’s net profit before taxes was in excess of $8,000,000 and its net profit 
after taxes in excess of $2,000,000, or more than six times its net worth at the start of the war. 
These cases are extreme but scores of other instances almost as extreme could be adduced. 


12 It should be noted, however, that the effect of renegotiation in improving public morale 
may have an important effect in minimizing inflationary demands for wage increases. 
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higher unit profit in dollars regardless of the result upon profit percent- 
ages, this criticism could be met and it could be demonstrated that even 
a continuation of renegotiation for successive years would not operate to 
put a premium on inefficiency and discourage cost reductions. The chief 
difficulties in the execution of this policy are two: (1) it is impossible in 
many cases and difficult in all cases to obtain accurate product costs on 
which any reliable comparison could be made among producers: (2) such 
figures even when obtained are unreliable and inconclusive as a test of 
efficiency, unless they are supported by reasonably comprehensive in- 
formation as to the character of each producer’s plant, equipment, manu- 
facturing process, and available labor supply, since low dollar costs may 
result either from exceptional efficiency of management or from the ex- 
ceptionally favorable situation within which the management is operat- 
13 

The policy of penalizing high profits, on the other hand, ties in with the 
general procurement picture. Maximum industrial efficiency and the 
pressure on management to control costs result in the normal competitive 
market not only from the hope of profit but also from the fear of loss. A 
contractor who is able to sell his product at such a price that the fear of 
loss is eliminated is subject to only one of these pressures—the hope of 
gain, and the effectiveness of the hope of gain as a motive for controlling 
costs is sharply limited by the existence of effective tax rates at 80, go, or 
95 per cent. The philosophy behind penalizing the unreasonably high 
profit margin is to induce the producer to negotiate contracts with the 
Government and subcontracts thereunder at such prices that his maxi- 
mum profit from careful and efficient production will be moderate and 
loss might result if costs got out of hand. The danger in this approach lies 


«3 The writer is indebted to Mr. Sharp, also a contributor to this issue, for a criticism perti- 
nent at this juncture. Mr. Sharp points out that there may be a significant “‘cost-plus” factor 
even in procurement at firm prices not subject to subsequent review. Although the contractor 
in such a situation is entitled to retain his profit on any particular contract (subject to taxes) 
his actual costs on completed work and work in process are a necessary and proper factor for 
consideration in awarding him additional orders and continuation contracts. Hence, on a close 
question of control or relaxation of costs, a contractor might feel that what he loses in increased 
costs on contract A he would gain in an increased price on contract B, although he would al- 
ways be limited by the danger that if his costs got far out of control, the elements of competi- 
tion and selection which remain in the procurement program would result in his failing to 
obtain additional or continuation business. Mr. Sharp suggests that while it is extremely diffi- 
cult to detect loss of control of manufacturing costs by comparison of one producer with an- 
other, it may prove easier to detect rising costs and, hence, to apply pressure for cost control 
through statutory renegotiation, when a given producer’s costs for the second or later years 
subject to review can be compared with the costs of the same producer inyears which have 
already come under scrutiny. mie to ehaped that Gils egpeench will peeve iruittel, but evi- 
dence to support the thesis lies in the future. 
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in the difficulty of determining after the fact and particularly on an over- 
all analysis of results, often without truly dependable bases of comparison, 
whether a high profit margin may not have resulted from extraordinary 
efficiency at a fairly reasonable price while a more moderate profit margin 
might have resulted from inefficient operations at a price under which the 
contractor should have been able to show far better results. 

The foregoing discussions may support certain conclusions, or at least 
opinions. As a device for limiting profiteering and transferring back to the 
Treasury unreasonable gains from war production, the Renegotiation Act 
is and has been satisfactory. More flexible than any tax statute or arbi- 
trary profit limitation, it can at the least equate allowable profit margin 
to the character of the operation reviewed. It can and does supplement 
excess profits taxes by eliminating those truly excessive profits which will 
always escape a uniform revenue-raising measure designed to cover the 
average case. Mr Karker once defined excessive profits as those profits 
which no conscientious man would care to defend in the forum of public 
opinion in a time of national calamity. In eliminating these profits re- 
negotiation has performed a valuable service for public morale and for the 
reputation of decent business in the postwar period. 

It is harder to make a case for overall, retrospective recapture of profits 
through statutory renegotiation as a measure designed to encourage and 
advance the most efficient operations of our economic system. There is no 
lack of good will to do it; there is no lack of understanding of the problems 
presented and, on principle, of the techniques to be applied. The practical 
difficulties are such that renegotiation is a very dubious instrument for 
economic control. Recognizing this fact, Congress has determined that the 
act should expire on December 31, 1944, plus or minus six months as the 
President may direct. In its short life the act has provided the occasion 
and the machinery for accumulating a tremendous amount of information 
concerning the overall operations of that portion of our economy directly 
devoted to the war effort. The next few months will decide whether the 
use made of this material, first in cooperation between the renegotiating 
and the purchasing agencies and then by the purchasing agencies in the 
exercise of their own unique responsibilities in shaping future pricing 
policies, will give a second and equally important justification for this 
noble experiment and will, at the same time, justify its termination. 





RENEGOTIATION—THE MYTH OF REPRICING 


Epwarp B. Burimec* 


NEGOTIATION” has an appealing sound. Any program to 
take the profit out of war is fine. Do we want to stop war- 
profiteering? Do we want to reduce extortionate prices for war 

materials? We do. It seems easy to declare that every contract for the 
purchase by the Government of war materials shall be re-negotiated; 
if the price is too high, it shall be reduced; if the price has already been 
paid, the excessive portion shall be refunded to the Government. 

The original thought was that the procurement agencies should be 
given power to correct extortionate prices in the contracts made by them. 
Prime Government contractors were the ones concerned. The long con- 
troversy with the Bethlehem Shipbuilding Company over the profits of 
that company in the first World War led to an agitation for the control 
of such profits in the present war." 

But then came up the question of sub-contractors. A shipbuilder who 
had made a contract with the Navy to build two warships might have 
sublet a contract for one. It would not do to permit the sub-contracting 
shipyard to keep excessive profits if the profits of the main contracting 
shipyard were to be trimmed. Therefore the original act of April 21, 1942, 
provided for the renegotiation of “contracts and subcontracts.” There 
was no definition in the original act of the term “subcontract.”’ According 
to all the dictionaries the term “subcontract” was limited to persons who 
undertook to perform a part of a prime contract. 

After the enactment of the original act, during the summer of 1942, 
the various procurement agencies set out to apply the statute. Then the 
usual thing happened. As is the case with most administrators, they 
wanted to enlarge their powers. They were not content with the power to 
renegotiate prime contracts and true subcontracts. They attempted to 
include persons not covered by the customary definition of “subcon- 
tractor.” They wished to extend their powers to cover persons furnishing 


* Of the Washington, D.C., Bar. 

* See United States Bethlehem Steel Corp., 315 U.S. 289 (1942). 

* The original act is Section 403, Title IV, of the Sixth Supplemental National Defense Ap- 
propriation Act of 1942, approved April 28, 1942. It covers three pages. The amended act is 
Title VIII of the Revenue Act of 1942, approved October 21, 1942. It covers five pages. The 
last amendment is Title VII of the Revenue Act of 1943, passed over a veto February 25, 
1944. It covers sixteen pages. The subject is a growing one. 
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raw materials and standard articles to be incorporated into a prime 
article.’ 

Accordingly representatives of the War and Navy Departments and 
the Maritime Commission appeared in September, 1942, before a sub- 
committee of the Senate Finance Committee. They presented an elaborate 
draft of an amendment, which included suppliers of raw materials and 
standard fabricated articles but excluded “articles for the general opera- 
tion or maintenance of the contractor’s plant.”* This draft, however, 
was discarded and a definition of subcontract adopted which covered in 
general terms the furnishing of “articles required for the performance of 
a contract or subcontract.’’s 

The contractor’s price for the prime article is affected by a myriad of 
subordinate prices. Our shipbuilder buys engines from X, who buys steel 
from Y, who buys coal from Z. Not only that, but X, Y, and Z buy a 
multitude of other items: soap, stepladders, pins, needles, thermometers, 
nuts, bolts, screws, tools, eggs, coal, bananas, Coca Cola, vitamins, etc., 
etc. The vendors of all these articles may be making large profits. The 
prices they exact from their vendees may be claimed to affect the price of 
the warship. But the contracts made by these suppliers for the sale of 
these articles are remote from the contract for the ship. They may be very 
far removed. Are these then contracts with the Government which the 
Government can re-negotiate? How can the Government re-negotiate a 
contract that it did not negotiate in the first place—that was negotiated by 
X with Y? 

The Colgate Company may sell soap to a jobber, who sells it to a 
druggist, who sells it for the washroom of a company making a spare part 
for the Chrysler Company, which is building a truck to be used in the 
shipyard. Colgate does not know the ultimate destination of the soap. 
However, the thousand and one supply contracts made by Colgate, and 

3 In August, 1942, the Board of Tax Appeals, in a case under the Vinson-Trammel Act 
(Aluminum Company of America v. Commissioner, 47 B.T.A. 543) had held that the term 


“sub-contractor” as used in that act did not include materialmen or suppliers of raw materials 
or standard commercial articles. 


4 Anyone interested should read the legislative history which led to the amendment of 
October 21, 1942. The draft of amendment submitted specifically excluded articles intended for 
the general operation and maintenance of the contractor’s plant. And in response to inquiries 
from Senators the representatives stated unequivocally that the draft submitted did not 
give them power over articles not intended to be incorporated into a prime article. They 
clearly drew the line between general factory supplies—coal, tools, pins, needles, soap, paper, 
etc.—and materials intended to be incorporated into a prime article—the subject of a war con- 
tract. 


5 The Revenue Act of 1943, passed over the veto February 25, 1944, repeats the definition 
found in the 1942 Revenue Act. 
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other manufacturers all the way down the line, may affect the price of the 
ship. If you are going to do a thorough job, you must renegotiate the 
hundreds of supply contracts made by hundreds of manufacturers with 
thousands of distributors. 

In theory the price adjustment boards claim that authority under the 
October, 1942, amendment. In theory they assert the authority to reach 
not only contractors and true subcontractors but also all persons who 
supply articles used not only in the factory of a contractor, but used in 
the factory of other suppliers of any tier, down to the mth degree. The 
basis of this claim is that all these supplies are “required” in some degree 
for the performance of the prime contract. 

This broad power is claimed whether employed or not. Practically, 
of course, they cannot employ a fraction of the theoretical power. They 
claim absolute power with the discretion when to exercise it and over 
whom. The act is administered on that basis. It is avowedly a selective 
process. It is defended on that ground. 

At this point one begins to re-examine the whole process. What was 
originally a simple repricing of war materials bought by the Government 
seems to have developed into something different. When we apply the 
term “subcontractor” to everybody who in any way may affect the ulti- 
mate price, we are going beyond our original purpose. It is one thing for 
the Government to correct the price it pays for a ship. A different set of 
questions arises when it attempts to deal with suppliers (who have not 
contracted with the Government) of general commodities, such as coal, 
soap, brooms, tools, etc., which are sold to a jobber and then distributed to 
countless purchasers, one of whom may be a company which supplies 
something to our hypothetical shipyard. 

It is difficult any longer to describe the process as “repricing.” You can 
perhaps defend the re-negotiation of contracts with the Government as a 
“repricing” process. Especially if the contract has not been completed, it 
may be all right to authorize the War Department to correct the price. 
Even if the contract has been completed and the price paid, it may still 
(by stretching the term) be called “repricing” to authorize the War De- 
partment to correct the price by demanding a refund of the excess. 

But you get into different waters when you attempt to deal with sales 
to jobbers by manufacturers of general factory supplies. They had no 
negotiations with the War Department. There is no contract to be re- 
negotiated. Colgate did not know that the soap which it sold to its jobber 
was destined ultimately to affect a war contract. If the jobber chose to 
sell the soap for civilian purposes, no one could/touch the price that Col- 
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gate received. If, however, the jobber, over whom Colgate had no control, 
happened 'to sell it to someone who was in the chain of a war contract, 
then the War Department attempts to do something about it. 

The Government has a dual capacity. On the one hand it is a buyer of 
commodities—in wartime an enormous buyer. In that aspect it is just 
like any big corporation—for example, the United States Steel Corpora- 
tion. It also is a lawmaking body. As a buyer, it directs a repricing of goods 
that it buys. As one party to a purchase contract, it. directs its agent—the 
Secretary of War—to pay the seller a lower price. But how can it correct 
the price paid by the distributor who buys from Colgate? The United 
States is not a party to that contract. While it may be all right for Con- 
gress to deal with any contract to which the Government is a party,’ it is 
acting in a different capacity (its general sovereign capacity) if it at- 
tempts to change a contract to which it is not a party. 

In reality the Government does not wish to change the price received 
by the supplier. Its real purpose is to exact money from the supplier. If 
Colgate reduced the price to the jobber or gave the jobber a refund on 
account of an excessive price, the Government would not be benefited. 
The cost of the ship would remain unaffected. 

In the case of such a manufacturer as Colgate, who is in the chain of 
suppliers who contribute to war contracts, what the Government does is 


not “repricing.” If it decides that the price paid to Colgate was too high 
and exacts money from Colgate, pretty certainly this action cannot be 
defended as a repricing of a war contract. Here we have a contract between 
Colgate and its distributor for the sale of so many cakes of soap at so 
much per cake, a contract validly entered into by two parties without 
fraud, each of whom is still satisfied with the bargain. By no process of 
reasoning can power of Congress to change that contract be discovered.’ 


6 But one should be cautious about conceding even that much. See Mr. Justice Brandeis’ 
opinion in Lynch v. United States, 292 U.S. 571 (1934); also the opinion of the Court in United 
States v. Bethlehem Steel Corp., 315 U.S. 289 (1942), and in Perry v. United States, 294 U.S. 
330 (1935), where the Court said flatly, at page 354: “We conclude that the joint resolution of 
June 5, 1933, in so far as it attempted to override the obligation created by the bond in suit, 
went beyond the congressional power.” 


7 It cannot be done under the proprietary powers of Congress. The question of whether it 
might be done under sovereign powers (war powers, police power, etc.) is too broad for thor- 
ough discussion here. Under the case of Norman v. Baltimore & Ohio R.R., 294 U.S. 240 (1935), 
it would seem that changes in existing contracts might be made if the change is made pursuant 
to action within the Constitutional powers of Congress. For instance, there the Court said, at 
309, “There is no Constitutional ground for denying the Congress the power expressly to pro- 
hibit and invalidate contracts previously made, and valid when made, when they interfere in 
the carrying out of the policy it is free to adopt.”” However, a condition precedent to the ap- 
plication of this statement to this situation is the determination that a “policy it is free to 
adopt” exists, which involves considerations of the limits of congressional power. The only 
power Congress is free to use to accomplish this end would seem to be the power to tax. 
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No matter how much dust may be thrown up, it is quite certain that 
in the situation above outlined, what the Government is doing is to 
appropriate part of Colgate’s profit. It does not examine into the price of 
the soap in the market. In practice, the problem is treated as one of ac- 
counting. The “renegotiators” very often say, “Your prices may be all 
right but you have just made too much money. Look at your increased 
volume—your return on your investment—your profit, as compared to 
base period years.” One board will say, “We never allow more than ten 
per cent profit on gross before taxes nor more than three per cent profit 
after taxes.” The Government simply determines how much of Colgate’s 
profit to exact from it. 

How then shall we describe this exaction? There is only one answer. It 
is a taxation of profits. 

By this time someone will ask impatiently, “What is the difference 
whether you call it renegotiation or repricing or taxation?” The words 
make no difference. But the real substance of the performance does make 
a difference. Assume, for the moment, that it is all right for the Govern- 
ment as a buyer to deal with its own vendors and change the contract 
price. It certainly does not have the same power to deal with a contract to 
which it is not a party. Any money it demands in that case cannot be in 
its capacity as buyer but in its governmental capacity dealing with 
citizens generally. In this instance it is employing its general power to tax. 

But there are difficulties about this particular tax. In the case of 
ordinary taxation the law itself imposes the tax. The taxpayer is liable 
whether or not any official does anything. It is the citizen’s duty to come 
forward and pay his tax. Heavy penalties are imposed for failure. But the 
exaction which we are now considering is not imposed by law. The Secre- 
tary is given the power to select the individuals and to determine the 
amount of the exaction. If he makes no demand the citizen goes free. Not 
only is the person to be taxed selected by the Secretary, but the amount of 
the exaction is left wholly to his discretion. Therefore, of three individuals 
in precisely the same situation profitwise, one the Secretary may tax 
heavily, the next one lightly, and the third he may exempt entirely. In 
practice, this actually occurs. Official apprehension on this score has 
recently prompted “over all industry” renegotiation. But this is no cure. 
Discrimination is inherent in the system. 

Even the most enthusiastic anti-profiteers will concede that at least this _ 
is an undesirable method of imposing taxation. They will defend it by 
saying that, bad as it is, it is necessary because in no other way can profits 
made from war be reclaimed. If that were true, one might forget one’s 
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objections. But it is not true. The subject could be covered much better 
by a regular tax law administered by the regular tax officials. If it be 
said that such a law would have to be a general one and would cover non- 
war profits as well as war profits, the answer is that this is certainly true 
and that that is what ought to be true. 

Here we touch on one of the most widespread erroneous conceptions. 
There is no reason for labeling as war profits some profits and reclaiming 
a portion of them while exempting other profits. In a totalitarian war, all 
profits are war profits. There is no difference between the profit made by 
Colgate on soap sold to someone in the chain of performance of a war con- 
tract and profit on soap sold to Washington hotels. The war has deter- 
mined the demand and the price in the one case just as much as in the 
other. 

A distiller sells alcohol to the War Department and sells whiskey to 
soldiers. One profit is just as much a war profit as the other. Why 
exempt the profits of railroads, restaurants, movie companies, farmers? 
They are all profiting by the war. Why would it not be better to reach all 
war profits instead of some war profits? 

If it be said that a regular tax law would not permit the flexibility and 
discretion of the renegotiation law, the answer is that this is the very 
reason why the exaction should be by way of taxation. The unlimited 
power which price adjustment boards can today exercise over business, 
the terror they can inspire, is one of the most reprehensible features of the 
present system. 

Does someone protest that business could not stand a tax rate which 
would equal the regular tax plus the amount taken by way of renegotia- 
tion? But business is already standing it. Either the total exaction (regu- 
lar tax, plus renegotiation refund) is too,severe an exaction, or the same 
total exaction could be imposed by regular taxation. If it be concluded 
that the businesses now being renegotiated can stand that total exaction, 
then all other business enjoying similar profits could stand an equal exac- 
tion. The only difference would be that the exaction would be fixed by 
law, and would apply to all, not merely to some, excessive profits. 

It seems not to be appreciated that the tax imposed by price adjust- 
ment boards is a 100 per cent tax. The entire excessive profit is confiscated. 
If a price adjustment board determines that one million of a company’s 
profit is excessive, it takes the full million—not a percentage of the 
excessive amount. Obviously by this means every bit of incentive is 
destroyed. Congress has never before enacted an excess profits tax that 
did not leave the manufacturer something. Heretofore some incentive 
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has always been left—some reward for conducting business efficiently 
and avoiding waste. But in this month of April, 1944, every manufacturer 
dealing with the Government knows that any profit he makes above the 
line fixed by price adjustment boards will be confiscated. What is the 
effect on the manufacturer? Will he watch the corners? Or will he say, 
“Here is a million dollars which the Government is going to take from me, 
but which I may be able to experiment with at no cost to myself. I can 
spend it for advertising, or for welfare of employees, or for experimen- 
tation, or I can just let my business go slack. I will not suffer, the Gov- 
ernment will do the suffering.” 

If the 100 per cent tax were levied on ali war profits, we might hope for 
an earnest effort to keep down excess costs. But when owners of some 
war profits are singled out for 100 per cent confiscation at the arbitrary 
whim of War Department employees, it is only human nature to resent 
the discrimination. Will it be surprising if the excessive profit melts 
away so that nothing is left for the Government to confiscate? 

Renegotiation as practiced contains indefensible inequalities. Con- 
tracts of less than $100,000 were exempted by the 1942 Act. This has been 
raised to $500,000 in the 1943 Act. The 1942 Act exempts suppliers of 
raw materials, no matter how great their profits. The 1943 Act continues 
this and grants further exemptions to suppliers of office supplies and sup- 
pliers of farm products. Railroads and power companies are exempted. In 
any symmetrical tax law why should the suppliers of articles to be used in 
the office of a factory be exempted while suppliers of articles to be used 
elsewhere in the factory are not exempted? Profits on a typewriter sold to 
a factory are exempted; profits on a wheelbarrow sold to a factory are not 
exempted. Why should the suppliers of raw materials be exempted, when 
the suppliers of fabricated articles are not exempted? If the supplier of 
$400,000 worth of material makes a swollen profit, why should he be 
exempted, and not exempted if his supplies reach $500,000. Why should 
the huge profits of railroads escape? The irrational character of the ap- 
proach to the subject is shown by the fact that the Senate committee 
approved an exemption of machine tool builders who supply machine 
tools to factories. The same Senate committee voted to exclude all canned 
foods. 

All of this shows the extreme confusion with which the subject has been 
approached. It stems from confusing the question of price with the ques- 


tion of profits. 
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CONCLUSION 


1. Possibly it may be all right to give the War Department, the Navy 
Department—procurement agencies generally—power to renegotiate 
prices of things they buy. However that may be, they should have no 
authority to deal with prices which merely may affect the prices of things 
they buy. To give them that power is to give them control over our entire 
economy. The subject is bound up with inflation, wage levels, cost of 
living, and taxation. While some of the more vocal representatives of the 
War Department would apparently like to take over the whole subject, 
they should not be permitted to encroach on the domain of the OPA. 

2. If, notwithstanding renegotiation by the procurement agencies with- 
in their limited field, and the control of prices by the OPA, excessive profits 
are secured, that matter should be dealt with by taxation, by a law uni- 
versal in its application, with no distinction made between profits derived 
from furnishing materials to the Government and profits derived from 
other activities. There should be no discrimination in favor of the profits 
of some businesses—such as movie houses, railroads, restaurants, hotels, 
farmers, etc. A high excess profits tax should recover a liberal amount of 
all excessive profits “from whatever source derived.” 





RENEGOTIATION—A CONSCIENCE FOR 
PROCUREMENT* 


Frest LrevTENANT RicHarp F. Warttt 


In matters of commerce the fault of the Dutch 
Is offering too litile and asking too much. 
—Ger0RGE CANNING 


HE most significant provision of the Revenue Act of 1943 with 
respect to renegotiation is the cut-off: renegotiation of war con- 
tracts is to terminate on December 31, 1944, or, should the 
President so decide, not more than six months earlier or later than that 
date. Quite simply, Congress has decreed that procurement officials must 
prepare to buy hundreds of thousands of different war products without 
the aid of renegotiation—the principal sanction of procurement and also 
its principal substitute for the economic controls of competition. 
Renegotiation does serve as a sanction. A contractor who insists upon 
a price which appears high, who demands a profit of twenty-five per cent, 
or who refuses to submit satisfactory breakdowns of estimated cost—thus 
taking advantage of the government’s desperate need—may be (and 
often is) told: “Very well, we need these supplies and we’ll buy them at 
your terms, but since your demands seem unreasonable, we intend to tell 
the whole story to the price adjustment authorities.” If the contractor 
does not alter his position, he will discover in renegotiation that his pricing 
policies are considered, and considered unfavorably, in determining a 
permissible margin of profit. Renegotiation is also a remedy for the war- 
time lack of competition—one might almost say it is a safety valve— 
which prevents the retention of monopoly profits by manufacturers en- 
gaged in war production. Renegotiation grew out of a nation-wide de- 
mand over a period of two decades to “take the profits out of war,” and, 


* “Tn truth, renegotiation is the conscience of procurement. The reasons for its existence are 
the same that produced equity to ease the rigidity of the common law. The pangs of conscience 
vary with circumstances. So with renegotiation.” Renegotiation of War Contracts, Report of 
the Committee on Naval Affairs, House of Representatives, 78th Cong., 1st Sess., pursuant to 
H. Res. 30, at page 38. 


t Renegotiator, Price Adjustment Section, Chicago Ordnance District. The opinions ex- 
pressed here are those of the author. They are not to be taken as representative of War Depart- 
ment policy. 


* Revenue Act of 1943, tit. VII, § 403 h. 
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while it has not accomplished this mandate literally, it has gone far to 
prevent profiteering and the consequent scandals which a majority of our 
citizens associate with the last war. Because of the projected termination 
of renegotiation, a new sanction must be devised and new—or rather 
more elaborate—procurement techniques must seek to secure proper 
prices at the outset and so prevent excessive profits from arising. In the 
interim, in order to prepare procurement eventually to proceed alone, 
renegotiation and procurement must be brought into closer relationship: 
they must work together to control costs and profits. The question natu- 
rally arises, can procurement ever successfully do the job alone? That 
question deserves discussion, but, since Congress has already answered 
affirmatively, it is necessary first to find out how procurement can best 
prepare for its ordeal. 

Perhaps the most necessary change is a change in attitude on the part 
of procurement officials and contractors alike. For renegotiation, while it 
has resulted in a widespread realization that close pricing and moderate 
profits are to be considered desirable, has also produced the attitude that 
these goals need not be attained at the time a contract is negotiated. Will 
not price adjustment see that they are attained in due course? While 
some contractors are cooperating fully with the Government’s efforts to 
purchase at close prices, others regard overample provisions for con- 
tingencies in their bids and high profit margins as justifiable protection— 
they want their risks as insignificant as possible. Procurement officials 
themselves may be lulled into a feeling of false security: they are willing 
to let renegotiation protect the Government from their errors and their 
failure to secure reasonable prices. But these attitudes are not simply in- 
cidental, though unlooked-for, consequences of the Renegotiation Act. 
They go much deeper. Fundamentally they indicate a failure to realize 
that costs and concern about costs have something to do with efficient 
production. These simple truths are overlooked and a purely mechanistic 
theory of war production preferred, even by those who support the profit- 
motive economy, on the ground that it maximizes efficiency of production 
and therefore production itself. Stated crudely, the mechanistic theory 
runs something like this: give the producer what he wants by way of con- 
tract terms and prices, don’t disturb him by inquiring into his internal 
controls, don’t question his cost estimates, and above all don’t frighten 
him by the fear of loss, for production is simply an engineering problem 
of getting the materials, working them on machines, and assembling them 
into final products. Prices and costs and all the paper work they involve 
are at best necessary red-tape that can just as well (no, better!) be taken 
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care of after the items are delivered to the Government. They must not be 
allowed to interfere with production! 

Of course, no one is likely ever to spell out such a theory, for, to quote 
Mr. Justice Holmes, “practical men generally prefer to leave their major 
premises inarticulate.”? The fact is that our entire economy would be- 
come hopelessly snarled if businessmen, both buyers and sellers, did not 
pay attention to comparative prices and costs, for that attention is essen- 
tial to the functioning of market machinery which determines the dis- 
tribution and utilization of the factors of production. Efficient production, 
as the economists use the term, means distribution of those factors among 
producers and their employment by each producer in such a way as will 
maximize utility. In wartime, utility must necessarily be related to the 
demands of the government for war goods. If one manufacturer’s scrap 
losses are inexcusably high, he is depriving the government of some item 
it needs; thus wartime utility is clearly not maximized. To be efficient, 
therefore, the individual manufacturer must utilize his labor and materi- 
als without waste, or, to put the same thought another way, he must 
keep to a minimum his material and labor costs per unit. 

Uncontrolled costs mean wasted material and manpower. In peacetime 
a manufacturer who wastes them loses ground competitively and even- 
tually loses his shirt, as the bankruptcy figures testify. In wartime, with 
essential materials and manpower so scarce, it is of the utmost military 
importance that costs be controlled, and the surest way to guarantee this 
result is to make the manufacturer’s return dependent upon it: award 
him a contract at a price calculated to cover costs and leave an adequate 
profit, provided he controls costs and keeps waste to a minimum. The 
contractor’s natural incentive to maximize profit should do the rest: to 
make a profit at all, he must do a good job; to increase that profit he 
must do an excellent or a superlative job; but if he falls down—if he 
wastes any critical molybdenum or rubber or tin, or if he makes the man- 
power shortage worse by hoarding labor—his anticipated profit will 
shrink or disappear altogether. Where, however, the contractor is guaran- 
teed an overgenerous profit from the start, incentive is absent. Since the 
profit-motive economy normally implies an ever present threat of eco- 
nomic death to spur each producer, it is a strange logic indeed which urges 
removal of that pressure in wartime on the ground that it will impede 
production. 

To see how renegotiation can serve as the connecting link between the 
early, immature procurement methods, which inevitably resulted in in- 


? Collected Legal Papers 209 (1920). 
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adequate pricing and unconscionable profits, and the procurement of the 
future which must try to emulate normal competitive controls without 
renegotiation, it is necessary first to study the problem historically: (I) 
What economic circumstances made contract pricing so difficult and re- 
negotiation so essential? (II) What techniques has renegotiation developed 
which are of such importance to procurement? 


I 


The prices the Government pays for most war goods are monopoly 
prices, and the profits realized by the suppliers are monopoly profits. For, 
despite the fact that the Government is the only buyer, the market is a 
seller’s market, with each seller something of a monopolist. The war has 
created such a need for military supplies of all kinds that even marginal 
and submarginal producers can sell at a handsome profit everything they 
can turn out. Each manufacturer’s product is in a sense unique: he is the 
only one who can produce it; as a portion of the war’s requirements, the 
Government must have it. There being no other supplier, there is no com- 
petition, and consequently price has almost nothing to do with equating 
the forces of supply and demand. In contrast to the limitation placed upon 
a peacetime monopolist by effective demand in the market, the war mo- 
nopolist can often assume that demand is infinite, that he can sell all he 
can produce. Hence there is no need for him to think (as the economists’ 
monopolist is said to think) in terms of how to maximize his return— 
either by setting the price high and selling a relatively small quantity or 
by restricting quantity and letting demand bid up the price. Price and 
sales volume are virtually independent variables. 

It is true that an element of competition has remained. Although the Gov- 
ernment relies almost exclusively upon negotiation rather than upon com- 
petitive bidding, it is customary to solicit proposals from a number of con- 
cerns before “negotiating” a contract with one of them, perhaps the low 
bidder and frequently not. But the effective area for such “competition” 
is severely restricted, for procurement is decentralized to a great extent, 
and within the particular geographical area assigned to a local procure- 
ment office there may be only a very few producers capable of producing a 
given item. Further, with more than enough business to go around, all the 
producers who submit proposals may receive contracts, regardless of how 
their prices compare. Not infrequently price is a very secondary considera- 
tion. Questions of manufacturing capacity and experience, ability to 
meet production schedules, labor supply—all are of greater importance 
than price. The military necessity for speed in procurement and produc- 
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tion has often precluded paying too much attention to price. All of which 
made good sense. 

Even if there had been the time and the inclination to scrutinize pro- 
posals carefully in the early days of the war, there would not necessarily 
have been an opportunity to analyze cost estimates intelligently. Many 
war products were new and unusual, had never been produced before, and 
called for working with strange materials and to very close tolerances. 
Often they had absolutely nothing to do with the normal peacetime opera- 
tions of a contractor: former refrigerator manufacturers, stovemakers, 
gasoline engine assemblers, and radio companies are all making ordnance 
fuses. Consequently, both the would-be producer and the Government 
had to guess at costs, and this guessing game was made all the more diffi- 
cult by the Government’s reserving the right to make changes in specifi- 
cations and schedules at any time. As a final unsettling element, negotia- 
tion might precede production by as much as six or eight or ten months. 
These factors made for great fuzziness in cost estimates and for the in- 
clusion of allowances for contingencies ordinarily more than sufficient to 
meet probable increases in costs and other hazards. 

Subject to these qualifications there was an opportunity for bargaining 
between the parties. The Government might properly seek to bring a 
price down when it seemed badly out of line (with other prices arrived at 
in the same fashion), or it might insist upon the insertion of a pricing 
article which would permit readjustment of the price after production 
information indicated how high the original estimates had been. 

It is in keeping with the fitness of things and the writings of political 
scientists on sovereignty to think of negotiation with the Government as a 
process of treating with Donald Nelson or Robert Patterson, whose au- 
thority to deal firmly with a private company can, if need be, find support 
from the White House itself. Surely in such a situation the hapless busi- 
nessman is in a poor bargaining position. Surely the Government holds all 
the aces. In practice, however, this picture requires modification, for in 
fact everything from the deuces up may be wild. Far from the Govern- 
ment’s being in a position always to overawe the contractor, the reverse is 
often the case. The civil servant or second lieutenant who actually does 
the negotiating for the Government cannot throw much weight around. 
He must conform to generally accepted procurement customs which place 
great emphasis upon serving the contractor and assisting him in working 
out his problems. His job frequently becomes routine, for the volume of 
work to be handled makes impracticable devoting sufficient time and 
facilities to analyzing the contractor’s estimates, and no matter how long 
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the negotiator sticks at the game he will never know as much about the 
contractor’s business as the contractor does, Then, too, he may encounter 
company officials—particularly those of certain large and influential con- 
cerns—who consider local procurement offices as bothersome obstructions 
to be by-passed. And he may be afraid to tempt the company into appeal- 
ing over his head, for fear that he will not be supported by his superiors. 
Under these circumstances it is a bit difficult to feel sorry for anyone hav- 
ing to sell to the Government. Selling in a seller’s market to a customer 
who needs everything you have to offer and who, in any event, is in a poor 
administrative position to bargain, is just a little like taking candy from 
babies. 

Excessive profits are thus natural. Even if the market had been less of 
a monopolist’s paradise, even if the Government had not deliberately 
reduced the risks of war producers far below the level of normal peace- 
time risks,’ even if cost estimates had been estimates and not guesses, 
excessive profits would still have arisen. For the Government purchased 
item by item, contract by contract, ten thousand dollars today, eight 
hundred thousand tomorrow, and fifteen million next week. A producer 
who thought in terms of a sales volume of five million for the year might 
at any moment be asked to double production on one item and triple out- 
put on another. And one procurement agency alone can be responsible for 
such a circumstance. The producer, however, can sell to six or seven 
branches of the Army, the Navy, the Maritime Commission, and a few 
others as well. Consequently no one purchasing agency, much less one 
negotiator charged with procurement, ever has the faintest idea of the 
overall effect of war contracting on a company’s costs and profits. 

The producer himself was only slightly less confused. His volume might 
balloon far beyond his fondest hopes and so permit him to spread his rela- 
tively fixed overhead expenses against many times the estimated dollars of 
sales. Calculating in January that his annual volume would reach five mil- 
lion dollars, he might apportion one-fifth of his estimated general and ad- 

3 The Government has devised special short-cut contracts to enable contractors to begin 
work prior to entering into definitive agreements; furnished an enormous amount of machinery 
and tooling; utilized special pricing articles designed to afford protection against 
cost increases; devoted a great deal of attention to contract provisions and procedures for sav- 
ing contractors whole in the event of termination or changes in specifications and schedules; 
expanded the concept of excusable delay; provided working capital through advance payments 
and V loans; and set up a system for extraordinary relief under the First War Powers Act and 
Executive Order goor. It is safe to say that the risks of prime contractors, at least, have been 
more than adequately taken care of. 

A detailed treatment of the subject of risk distribution in procurement contracts will be 


found in an article by the author and Lt. David Fain entitled War Procurement—A New Pat- 
tern in Contracts, in 44 Col. L. Rev. 126 (1944). 
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ministrative expenses to a contract for one million dollars. By June, how- 
ever, he might be shooting for a ten million volume and so charge a tenth 
of his newest estimate of general and administrative costs to the latest 
contract for a million dollars. When December rolls around, it is not un- 
likely that the company’s government contracts have covered these ex- 
penses for the year two or three times over. The surplus naturally shows 
up as profit. While material and direct labor costs per item can be esti- 
mated with some assurance, factory overhead or burden, and more es- 
pecially general and administrative expenses per item, have no reality 
except as they develop over a fiscal period. With volume so uncertain, the 
natural tendency is to overestimate these costs on each contract, even 
apart from any deliberate inclusion of allowances for contingencies. 

The Government has initiated policies designed to remedy many of 
these shortcomings. To a limited extent, moreover, the changed circum- 
stances of the market have placed it in a better bargaining position: on 
certain items for which the need is not critical, procurement agencies can 
now pick and choose among producers; and the increasing number of 
terminations—which reflect the shifting requirements of war—give the 
Government an opportunity (in theory at least) to cancel out the high- 
price and relatively inefficient producers. Greater emphasis is being 
placed upon analysis of the contractor’s proposals, especially his break- 
down of estimated cost, which can be compared with the actual results 
on his previous contracts and with the operations of comparable contrac- 
tors. His price can be compared with that currently proposed by others. 
The difficulty is that the standards are uncertain, there being so many dif- 
ferent factors which affect the real price to the Government as contrasted 
with the money price: volume, government-owned equipment, govern- 
ment financial assistance, special pricing articles for adjusting the contract 
price in light of actual production experience, free-issue material, man- 
datory changes which alter the specifications, and shifts in schedule. Just 
because two companies produce the same item for the same price does not 
mean that the Government has an equally good bargain with each of them. 
Yet weighing the factors that affect the real price is not easy: which is 
better for the government—a $5.00 unit price subject to upward as well 
as downward revision or a $5.00 price not subject to revision but which 
contemplates the Government’s furnishing free-issue material valued at 
$o.13 per unit? It must be remembered, too, that comparing one price with 
another price or with a range of prices only establishes its relative cor- 
rectness in terms of that price or that range, the worth of which must be 
proved by some outside standard. A $5.00 price in a range from $4.98 to 
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$6.12 seems reasonable. But it is most unreasonable if the range should be 
$3.22 to $4.36. The outside standard necessarily must have something to 
do with the question—how much should it cost contractors A, B, C, D, and 
E to produce this item, considering their capacities, skills, contemplated 
volumes, and all the other relevant factors? To answer requires a study 
of costs in each plant far more exhaustive than the press of war procure- 
ment ordinarily allows. 

The excess-profits tax is definitely no solution, even with a top bracket 
of ninety-five per cent, subject to an overall ceiling of eighty per cent.‘ 
The factor of sales volume is so striking that even though a company can 
keep only twenty-eight cents of every dollar of profit (including postwar 
credit), enough money comes in to leave it with profits which, expressed 
in terms of net worth, are shocking. As an example take a company whose 
average sales for the period 1936-39 were less than a million, whose aver- 
age profit before taxes for that period was less than six per cent of sales, 
and whose largest net profit (after taxes) was just $50,000. In 1940 sales 
increased to $1,500,000 and profits to ten per cent, in 1941 to $4,400,000 
and twenty-five per cent. Profits after taxes were $90,000 in 1940 and 
$34,000 in 1941. In 1942, however, the company’s sales rose to $23,000,000 
(almost one hundred per cent war work), profits before taxes to $8,000,000, 
and profits after taxes to over $2,000,000, which represented a return of ap- 
proximately 300 per cent on net worth. It must be noted, moreover, that 
net worth at the beginning of 1942 was at least double the average net 
worth for the 1936-39 period, chiefly because of the large profits the com- 
pany earned on war work in 1940 and 1941. And in 1942 the par value of 
the outstanding capital stock was only $225,000. To be sure, this is an 
extreme case, but the recent report of the minority of the Senate Finance 
Committee indicates that there are hundreds of similar cases.‘ 

In these circumstances, renegotiation or something like it was a political 
must. The worst by-products of emergency procurement, indefensible 
profits, had to be recaptured and their recurrence made less likely. ‘The 
real choice is between renegotiation and war profiteering.” Renegotiation 
has successfully weathered at least three Congressional investigations, 
and each time it has emerged strengthened despite unrelenting efforts to 
secure its emasculation or repeal. It is an integral part of a farflung as- 
sault upon inflation. It is as necessary to our wartime economy as ration- 
ing. It is indispensable to our fighting morale. 

4 The provision for postwar credit of ten per cent of the excess-profits tax makes the actual 
ceiling about seventy-two per cent. 

5S. Rep., Part 2, 78th Cong., 1st Sess. at 15-16. 6 Thid., at 4. 
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Since renegotiation was originally drafted as a pricing measure, and 
since its administration made it appear a supertax, many of its opponents 
have condemned it with a sweeping “either-or” type argument: it must 
be either a pricing measure or a taxing measure; experience demonstrates 
that it concerns itself primarily not with prices but with refunds of profits 
already made; therefore, it is a tax. Since it obviously lacks the standards 
essential to sound taxation, it should be repealed. Unfortunately for this 
conclusion that renegotiation is a tax, it just isn’t so. Renegotiation is not 
a taxing device; it is not designed to raise revenue; and as a matter of fact, 
the less its honest enforcement turned back to the Treasury, the happier 
everyone would be, inasmuch as the absence of refunds would be at least 
an indication of proper prices. Just because renegotiation takes money 
from war contractors does not make it a tax, any more than a contract 
redetermination article which requires a refund in the event of overpric- 
ing is a tax. 

Renegotiation does not fit neatly into any category. Essentially it is a 
pricing measure, even though for administrative reasons it has operated 
chiefly on the profit rather than on the cost aspect of prices, and on overall 
war profits rather than on profits on particular items or contracts. Inflated 
profits necessarily mean inflated prices, although it does not follow that 
adjustment of the profit downward achieves the correct price, for costs 
may be inflated as well. But it is unquestionably easier to operate on 
profits. It is easier to determine that a company’s profit is too high than to 
conclude that its maintenance and repair expenditures are unreasonable. 
Equally important, the job of adjusting a contractor’s prices item by 
item, contract by contract, would have been nearly impossible, since it is 
not unusual for one manufacturer to be supplying half a dozen different 
agencies of the Army and the Navy, and the variety of the products may 
be startling—all the way from mess trays to landing mats to high-explo- 
sive shells. If each procurement agency undertook to reprice its own items, 
the poor contractor would be harried indeed, although at the same time he 
would have a golden opportunity to juggle costs as between one contract 
and another. Consequently, it was inevitable that renegotiation should be 
undertaken on an overall basis, that it should look at the entire operation 
for a fiscal year to see how much profit the contractor made on all his war 
business. If the profit appears too high, renegotiation reduces it and per- 
suades the contractor to reduce prices so as to prevent unreasonable 
profits in the future. One additional reason for this approach needs men- 
tion. The vast majority of war producers perform most of their war work 
on a subcontract basis, they are often far removed from the procure- 
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ment agencies, and their operations and products are not known at first 
hand. To adjust their prices item by item would be harder by far than to 
try repricing by that approach on prime contractors. And many are sup- 
pliers of substantially the same items they made in peacetime, selling 
according to standard price lists through wholesalers and jobbers. There 
is an understandable inclination on their part—although not therefore a 
defensible one—to maintain those price lists unchanged, despite increased 
volume and higher profits. Overall recapture certainly afforded a more 
feasible way to deal with these producers. 

When a contractor refunds $500,000, his sales to the Government as 
well as his profits are reduced by that amount. The effect is thus to reduce 
the end-price to the Government by cutting the profit on the total quanti- 
ty of items purchased from that contractor during the year, and the total 
end-price is cut regardless of whether the company produces only one 
item or a great variety of products. Of equal importance, renegotiation 
operates on subcontractors and suppliers all the way down the line. Tak- 
ing excessive profits from them further affects prices, for what these subs 
and suppliers charge are costs to prime contractors. And, although it is not 
true in all cases, many renegotiation agreements oblige contractors and 
subcontractors to reduce their prices in order to prevent the recurrence of 
excessive profits. For example, let us assume that X, a prime contractor 
charging $10.00 for a war product, purchases a component part from Y 
for $2.00. Both X and Y refund excessive profits and agree to reduce their 
prices. As a result of these adjustments at the prime and subcontract 
levels, the new price to the Government reflects a reduction not only of 
X’s profit but also of his costs. 

What is more, profit percentages allowed in renegotiation tend to serve 
as ceilings for estimated profit in new contracts. Some contractors still in- 
sist upon a comfortable profit cushion, ordinarily in the form of contin- 
gency allowances, but many are taking their contracts on closer margins, 
realizing that they cannot keep profits above a certain amount. It must be 
emphasized, however, that simply because a contractor was allowed ten 
per cent in renegotiation is no reason for awarding him new contracts on 
an estimated ten per cent profit basis. Perhaps the easier, more routine 
continuation orders should be pared down to five per cent, whereas newer 
and more risky ventures should go forward on an estimated twelve or 
fifteen per cent profit basis. 

It is not simply coincidence that the first really considerable reductions 
in the prices of many war products occurred after contractors began to 
feel the effects of renegotiation, along in the first half of 1943. At that 
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time a large number of the principal prime contractors made substantial 
renegotiation refunds and reduced current prices, and others, realizing 
that their turn was next, made voluntary refunds and forward price re- 
ductions in order to establish presentable records to show to the price 
adjustment boards. These voluntary reductions continued throughout 
1943. Consequently, any estimates of the total savings accomplished by 
renegotiation cannot stop at refunds and reductions in current prices re- 
quired by renegotiation agreements; they must also include the voluntary 
price reductions and the scaling down of prices on new awards, which were 
largely due to the awareness of contractors that renegotiation would get 
the money sooner or later anyway. Thus to renegotiation must go a large 
share of the credit for the substantial unused appropriations recently re- 
ported by the War Department. 

This discussion offers an appropriate occasion for a few comments on 
one of the most confusing (perhaps deliberately so) arguments about re- 
negotiation. Critics have constantly asserted that renegotiation should be 
after taxes—that it should be frankly recognized as a supertax and so 
review a contractor’s profits after he has paid his taxes. A refinement of 
this position asserts that federal income and excess profits taxes are really 
operating costs like wages and depreciation. Figures have been concocted 
to show that profits after taxes (expressed in percentages to sales) were 
really smaller in 1942 and 1943 than in any of the pre-war years. Not only 
does this argument ignore the volume factor, it tries to pass over the fact 
that wartime tax rates are at all-time highs. 

The real result of the after-tax approach would be to have the Govern- 
ment pay the contractor’s income and excess profits taxes as part of the 
contract price, for taxes would be added to costs, and profits would be 
something in addition. The increased price of war goods would just equal 
the revenue received through income and excess profits taxes from war 
contractors, and the real cost of these items would have to be paid by 
other means. If procurement and renegotiation operated in this fashion, 
the excess profits tax would be inflationary with a vengeance, for in the 
entire war-goods field it would automatically result in higher prices. But 
aside from wholesale avoidance of the tax burden by war contractors, re- 
negotiation after taxes would mutilate the Government’s effort to pur- 
chase scientifically and at proper prices. If, for a given item, material, 
labor, burden, and a properly allocable portion of general and administra- 
tive and selling expense total $0.93, and an additional $0.07 is considered 
proper for estimated profit, the price to the Government should be $1.00, 
not $1.00 plus a portion of the contractor’s tax liability. The taxes to be 
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paid by the contractor have nothing to do with the question of a fair price 
to the Government. Differences in the tax bases of contractors ought not 
lead to different prices for their products (assuming the other factors to be 
equal), and any tax inequity as between companies should be remedied, 
not through renegotiation, but through appropriate changes in the reve- 
nue laws. Furthermore, to allow in the contract price an item of cost to 
cover the contractor’s taxes would require a remarkable degree of clair- 
voyance, for taxes are not known until the end of a year, whereas con- 
tracts must be awarded currently and prospectively throughout the year. 
Worse yet, the excess profits tax is a tentative tax subject to revision in 
later years.’ And finally, the efforts of renegotiation to reward the efficient 
would be fruitless if the primary determining factor were the contractor’s 
tax base.* 

Quite rightly, renegotiation officials have asserted that it is the job of 
Congress to determine who shall bear the burdens of war taxes and how 
great those burdens shall be. War contractors are already more fortunate- 
ly placed than many individuals in our society—the soldier who gave up 
his job or business or professional practice, the manufacturer who could 
not adapt his plant to war work, the owner of a service-station. To give 
them now the extraordinary privilege of relief from part or all of their tax 
burden would be inexcusable. There is no doubt that some producers have 
deliberately upped their prices in order to absorb increased tax rates. If 
they were selling to private parties, the effect would be to shift the inci- 
dence of the tax, much as sales taxes are shifted, even those phrased as 
retailers’ occupational taxes. But when the principal customer is the 
Government, the effect is to nullify the increased tax rates. It is baffling 
indeed that otherwise staunch defenders of Congressional prerogatives 
should be almost eager for the will of Congress to be flouted so obviously. 


II 


The value of renegotiation as a procurement device lies chiefly in its 
ability to review the results of a completed fiscal period and thereby to 
assess the performance of the contractor and, necessarily, that of procure- 
ment officials as well. Such an appraisal is invaluable tofuture contracting, 


7 The loss carry back and special amortization spread back provisions, among others, make 
likely extensive adjustment of taxes after the war. 


* Under present tax rates renegotiation cannot rectify tax inequities. An efficient producer 
with an inadequate tax base will inevitably be worse off after taxes and renegotiation than a 
mediocre producer with a very fortunate tax base. Paychelagically, therefore, the vowded' to the 
efficient must be in terms of profits before taxes. 
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both because of the vantage point of renegotiation and because of the 
type of data utilized by renegotiation. 

Renegotiation looks at the contractor’s war business as a whole, and 
not contract by contract. Thus renegotiation officials can see what effect 
war business has had on the nature of the contractor’s operations and his 
volume, and the effect of that volume on his costs and methods of con- 
trolling costs. The contracting officer who awards one contract at a time 
is in no position to envisage these overall consequences. The engineering 
and fiscal personnel of any one procurement office are similarly handi- 
capped. 

Renegotiation affords an opportunity to compare the contractor’s per- 
formance with that of others engaged in the same type of war production. 
This follows naturally from the effort in renegotiation to have the same 
price adjustment section handle similar manufacturers; and in each in- 
dividual section, comparable companies may be assigned for renegotiation 
to the same negotiator and financial analyst. Thus renegotiation may per- 
mit determining for the first time which contractor is really the low-price 
and low-cost producer—bearing in mind all the special factors which make 
such judgments difficult. 

Renegotiation permits studying the contractor’s method of pricing on 
government business, and especially the means by which he allocates 
general expenses to that business. Actual cost figures which indicate that 
these expenses are markedly lower than the contractor has consistently 
estimated constitute a basis for insisting that the contractor reduce these 
allocations on future bids. Glaring inconsistencies between results and 
estimates may indicate that the contractor does not take seriously the job 
of pricing or that his cost system is hopelessly inadequate or out-of-date 
for the job. It may even happen that the contractor is not aware of his 
deficiencies on that score. His becoming aware of them through renegotia- 
tion can lead to a thorough overhaul of his entire costing and pricing 
system. 

Renegotiation in most cases can secure costs by products and even by 
contract, which apart from renegotiation are difficult to obtain. Thus pro- 
curement officials can learn from production experience what would have 
been a proper price for an item, and such knowledge is a necessary start- 
ing point for future awards. It serves, moreover, as a check upon the reli- 
ability of the particular contractor’s estimates, and product costs sub- 
mitted by different contractors can be compared and possible sources of 
savings suggested by the differences disclosed. 

Renegotiation affords the first occasion when financial and operational 
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data can be assembled, correlated, and analyzed. Problems and answers 
both, which otherwise would remain buried, can be uncovered: an ineffi- 
cient producer’s troubles may show up in high scrap losses, in unneces- 
sarily high overhead charges, or in labor costs out of proportion to those 
required by other producers of the same item. The producer whose produc- 
tion record is poor or erratic is almost always the producer whose costs are 
not controlled, and that fact will show up in the financial data submitted 
for renegotiation. Production and procurement personnel may have their 
own ideas as to the trouble prior to renegotiation, but only operational 
figures can definitely disclose many of the most likely causes of ineffi- 
ciency. 

Renegotiation looks at specific cost items, particularly those which are 
under the direct control of the management. For example, a contractor 
may be maintaining a large sales force, including branch offices. Al- 
though such a force is only remotely connected with war business, the con- 
tractor may be charging to every contract a portion of the amount needed 
to cover its maintenance. The company may have instituted an execu- 
tive bonus arrangement which pays unreasonable sums to the principal 
officers. It may appear that the contractor is throwing into cost estimates 
amounts for accelerated depreciation greater than those to which he is en- 
titled, or he may be incurring unnecessary repair and maintenance ex- 
penses. Thus the costs charged to government business are subject to 
scrutiny. If they appear questionable, renegotiation can demand and 
secure explanations. If the explanations are not satisfactory, renegotiation 
agencies acting under the original act could disallow as charges against 
renegotiable business all expenses beyond reasonable amounts. The 
amendments just enacted require that deductions for tax purposes per- 
mitted by the Bureau of Internal Revenue be allowed as costs for re- 
negotiation.? Inasmuch as renegotiation for 1943 will take place long be- 
fore the bureau has audited 1943 tax returns, renegotiation agencies must 
now judge what the bureau will and will not allow, and they can take into 
account unreasonable salaries and costs in determining what is a permis- 
sible margin of profit. Certainly the contractor who controls controllable 
costs should be rewarded and the contractor who inflates these charges 
penalized. 

Renegotiation can give recognition to the element of risk. A contractor 
who consistently contracts at a high margin, with a very comfortable 

* “Notwithstanding any other provisions of this section, all items estimated to be allowable 
as deductions and exclusions under Chapters 1 and 2 E of the Internal Revenue Code.... 


shall, to the extent allocable to such contracts and subcontracts... . be allowed as items of 
” Revenue Act of 1943, tit. VII, § 403 (a) (4) (B). 
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cushion as protection against possible cost increases, is taking very little, 
if any, risk. He should therefore be entitled to little beyond a management 
fee, much as the cost-plus-a-fixed-fee contractor is paid. By and large the 
holder of a prime contract is well protected against most of the risks of 
doing war business. A subcontractor or supplier, on the other hand, may 
incur a very substantial risk through greatly expanded inventory. By 
giving effect to such variations in risks, renegotiation can relate risks to 
pricing. 

Renegotiation can tackle the problem of the pyramiding of profits. A 
completed item entails extensive subcontracting: each major subcontrac- 
tor decentralizes his part in the production job to sub-subs, who likewise 
farm out part of the work, and so on through several more tiers of sub- 
contractors and suppliers. Each contractor in the series takes a profit, 
with the result that the total amount of profit earned by all constitutes a 
large portion of the end-price of the item. By scaling down the profits of 
subcontractors and suppliers, renegotiation can successfully reduce profit 
on profit. 

Renegotiation can help evaluate certain procurement policies. It should 
be of assistance, for example, in determining whether contracting on a 
short-term basis and scheduling continuation orders to maintain unin- 
terrupted production results in lower prices (as it should) than does a 
policy of awarding contracts for six months’ or a year’s requirements. It 
should likewise reveal whether the inclusion of an upward-downward 
price adjustment article really leads to the elimination of most contin- 
gency allowances (as it should). 

Renegotiation can uncover true hardship situations which require the 
immediate attention of procurement officials. Occasionally a company 
becomes badly overextended through large investments in fixed assets 
needed to expand production. Especially in the case of a subcontractor 
dealing with many prime contractors working for different procurement 
agencies, such hardship circumstances may escape the attention of pro- 
curement personnel. But renegotiation cannot fail to encounter them, al- 
though it is far from able to provide a cure. 

Finally, renegotiation can supply incentive. It is the announced policy 
of the renegotiation agencies to reward the efficient low-cost and low- 
price producer, and a conscientious effort is made in practice to achieve 
this end; recognized efficiency does receive a higher allowable profit per- 
centage. Many contractors may need reminding that claiming efficiency 
and demonstrating efficiency are two entirely different things. But more, 
by starting war producers on the road to close pricing, renegotiation can 
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make it important for contractors to control costs and thus can become 
one instrument for the application of pressures which ordinary peacetime 
competitive conditions supply. So long as prices provide sufficiently ample 
protection against risks, contractors will tend to be indifferent to the 
prices they pay suppliers and will fail to see any need to control costs with- 
in their own plants. Renegotiation operates initially on profits, seeking in 
that manner to affect prices first and then costs, but it can also influence 
costs more directly. In both ways it can and should help restore the pres- 
sures which stimulate the manufacturer’s drive to efficiency. 

Of the various points just mentioned, four especially merit further dis- 
cussion, particularly since they throw light on the importance of renego- 
tiation as a distinctive vantage-point in the procurement process: (1) the 
study of the contractor’s cost system; (2) the analysis of product costs; 
(3) the scrutiny of particular costs; and (4) the attack on the pyramiding 
of profits. 

Renegotiation interests itself in a contractor’s cost system in the course 
of determining whether the allocation of costs between renegotiable and 
non-renegotiable business is fair and reasonable. Since it is to the con- 
tractor’s interest to make his profit on renegotiable business appear as 
low as possible, he may allocate costs with that end in view. Consequently, 
examination of the method used in the allocation along with the cost sys- 
tem which presumably led to or justified that method is essential. The 
first problem pertains to the cost of sales: 

The cost of sales is departmentalized by the company. The direct labor cost incurred 

in each department is actual and is allocated to the product directly. Direct material 
charges are computed from invoices supported by both subassembly and final assem- 
bly cost sheets and are then recorded on the cost department copies of each sales in- 
voice. Factory burden is computed by departments under three classifications: direct 
manufacturing groups, indirect service departments, and functional expense groups. 
The first classification is allocated monthly to the general product groups on the basis 
of direct labor. The two latter classifications are allocated to the producing depart- 
ments on the basis of service rendered, power consumed, etc. 
This excerpt from a report of renegotiation should be of value to procure- 
ment officials in considering future proposals from the company, since it 
indicates that the company maintains product costs, and estimates based 
upon that system should be reliable. Furthermore, such information can 
be of very real assistance to the contracting officer when he must deter- 
mine the adequacy of a contractor’s cost system as a prerequisite for the 
use of a periodic price adjustment article. Certainty that the contractor’s 
system is good is most necessary when part of the contract may be ex- 
empted from renegotiation. Or consider the following: 
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The method used in determining costs by products is the same as has been employed 
by the company for many years. It is a shop order system whereby products were put 
through in lots of several thousand per order. Direct labor is on an actual cost basis, 
as is direct material. Factory burden is applied on a standard rate basis using both a 
general rate for the entire plant and departmental rates on a productive hours basis. 
As there has been very little difference between the commercial business conducted by 
the company and the manufacture of items which now have government end-use, it is 
felt that this method is applicable to the company’s normal products. The contractor 
gained considerable experience in producing Ordnance items prior to 1942, so that the 
standard rates did not have to be adjusted materially at the end of the year. The ad- 
justment which was made arose from the fact that standard factory overhead exceeded 
the actual factory overhead during 1942. 


From this it appears that the contractor employs standard burden rates 
which are quite close to actual rates, largely because of the continuity of 
production. Where, however, changes in a manufacturer’s operations 
make necessary substantial adjustment of standard rates at the year end, 
renegotiation and procurement personnel might appropriately suggest 
that the contractor review and revise his cost system. One contractor, for 
example, admitted that his main office had taken a heavy loss by trans- 
ferring component parts to a branch office at costs based on out-of-date 
standard rates. 

General and administrative and selling and advertising expenses are 
generally allocated on some more or less arbitrary basis. In the course of 
this allocation particular expenses such as provisions for bad debts, 
salesmen’s commissions on commercial business, and insurance premiums 
can be allocated directly to non-renegotiable business: 


Selling and advertising and general and administrative expenses were allocated be- 
tween renegotiable and non-renegotiable business on the basis of cost of sales, as were 
service expenses, engineering, and experimental expenses. Royalties were allocated as 
a direct cost to the product to which they applied. A provision for bad debts was 
charged entirely to non-renegotiable business. 


An alert procurement negotiator could use this brief statement in any 
analysis of future cost breakdowns. 

Of even greater importance are product costs. Procurement is frequent- 
ly unable to obtain complete breakdowns on previous contracts, for con- 
tractors say that they do not accumulate costs by product or that they are 
too busy to be bothered. In renegotiation, however, it is relatively easy to 
determine whether such detail is obtainable, and even if the contractor 
does not utilize product costs for purposes of internal control, he may be 
able to compile the figures upon request. Only rarely will he persist in 
balking when requested by a price adjustment board. The following dis- 
cussion of a particular allocation problem is enlightening: 
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The question of cost allocation presented an extremely difficult problem. The sud- 
den increase in profit in 1942 provided reasonable ground for assuming that the profit 
on renegotiable sales was substantially higher than on commercial sales. The company 
submitted evidence that in its normal commercial product prices had risen from forty 
per cent to sixty per cent in 1942 over 1941. The financial analyst and the negotiator 
were satisfied that part of the unusual profit on commercial sales was due to the liqui- 
dation of inventory, the value of which had been understated or had risen sharply as a 
result of the change in market conditions in 1942 as compared with previous years. 

The company engaged independent accountants to make a study of the time and 
material costs of the principal war product. In the opinion of the financial analyst and 
the negotiator, this study was honestly, accurately, and conscientiously made. 


Here, surely, cost information was obtained which normal procurement 
procedures could not secure, even if the item had been on a prime rather 
than a subcontract. 

Comparison of product costs for a completed fiscal period with the 
breakdown on a proposed award does not solve problems—rather it sug- 
gests questions. For example: 


37-40 
$373.91 


At first sight the new price appears satisfactory. Examination reveals, 
however, that the estimate for materials has increased 13.5 per cent and 
for labor 8.2 per cent. The estimated profit is 10 per cent. Since actual 
production results show a profit of 17.07 per cent, it is certainly possible 
that the increased estimates for labor and materials are not justified by 
likelihood of higher costs, and that they were upped primarily for the 
purpose of making the contemplated profit appear moderate. At the very 
least, the procurement negotiator should investigate. The estimate for 
administrative expenses should likewise be checked, for analysis by the 
price adjustment section revealed a consistent decrease ever since the 
Government took over the entire production of the plant, thus permitting 
a large reduction in selling costs, and comparison of actual costs with 
earlier estimates revealed consistent overestimating. The new proposal, 
moreover, is based upon an anticipated increase in production. 
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In the following instance the company submitted a series of proposals 
for virtually its entire war production for the coming year: 


1942 Production 


(After Renegotiation*) soqs Prapessl 


* 000 omitted. The coosiewn aie: guagetigtion > exter oo emave the demest of 
price inflation excessive profits. adjustment permits comparing the ratios 
adhe aaa 


The proposal contemplates about five times the 1942 volume. By con- 
verting 1942 material costs to the greater volume, the historical material 
cost becomes $7,191,000 as compared with the $8,076,000 stated in the 
proposal. Since it seems reasonable that a close relationship will be main- 
tained between material costs and sales, despite increased volume, this 
cushion of nearly $900,000 in the material cost estimate requires further 
investigation. The estimate of $1,552,000 for burden probably contains 
contingency allowances, for the fixed items in burden should increase only 
moderately, even if the variable items increase in direct proportion (which 
is improbable), and the fixed items comprised approximately one-fifth of 
the 1942 total. The estimate for administrative expenses, although smaller 
percentagewise, shows a large dollar increase. This cannot be justified in- 
asmuch as the bulk of these expenses in 1942 consisted of executive com- 
pensation. 

Offhand it may appear that renegotiation contributed little or nothing 
to this analysis, for procurement personnel ordinarily obtain cost break- 
downs on completed contracts, and these figures can be compared with a 
new proposal without utilizing renegotiation experience. The point is, 
however, that unless so-called actual costs for a previous period or con- 
tract are tied into the overall operating statement of the company, they 
are of questionable reliability. Only the overall approach of renegotiation 
can make certain that the allocation of costs to a particular product or 
contract is justified. Otherwise the contractor’s “product costs” may be 
no more than an arbitrary statement designed to suit best his interests of 
the moment. 
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Renegotiation occupies an especially strategic position with respect to 
the scrutiny of costs, particularly those under the direct control of the 
management. Not only is it the one occasion when the detail of such ac- 
counts as advertising, executive compensation, depreciation, and repair 
and maintenance can be secured; it affords the only opportunity for apply- 
ing a counterpressure to the forces which cause most contractors to re- 
gard these expenses indifferently, or even to increase them deliberately. 
With corporate tax rates so high, it makes good sense (from a contractor’s 
point of view) to push allowable tax deductions to the limit; this is es- 
pecially true when the prices that the company is receiving for its products 
are more than ample to cover ordinary costs. Increased advertising ex- 
penses, if the bureau approves, thus become a wonderful investment—at 
a net cost of roughly twenty cents on the dollar. Or take salaries. Here it is 
not only to the company’s interest tax-wise to up salaries, it is to the 
officers’ interests too. Even to maintain after-tax income requires sub- 
stantial salary increases, but many companies have contrived to provide 
their officers with larger after-tax incomes, despite the higher personal 
tax rates. 

The House Naval Affairs Committee was properly aroused: 


We were somewhat disturbed to find that the Departments do not make a more 
searching review of the expenditures of contractors. In view of the fact that one of the 
prime functions of renegotiation is the scaling down of prices by the disallowance as 
charges to the Government of improper items of cost, we think that the Price Adjust- 
ment Boards should devote more of their time to making a careful examination of the 
facts upon which the financial statements submitted by the contractors are based."* 


Although the recent amendments to the act apparently restrict the 
authority to disallow expenses, renegotiation is far from powerless, since 
it can take into account high salaries in determining a reasonable profit. 
For example, in analyzing the profits of a closely held corporation whose 
principal stockholders and principal executives are identical—and by and 
large such cases provide most of the flagrant salary increases—one may 
properly add the ratio of profit to sales to the ratio of salaries to sales. If 
ten per cent is considered a fair settlement where salaries total three per 
cent of sales, a comparable company (all other factors, such as volume, 
contribution, and efficiency, being similar) where salaries are six per cent 
should certainly be settled somewhere near seven per cent. Otherwise the 
company which upped salaries unreasonably comes off the winner. 

And renegotiation officials can state bluntly what they think of un- 
reasonable salaries, even though they do not believe that the bureau will 


*¢ Supra, note *, at 30-31. 
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actually make disallowances. They can inform the company that if it con- 
tinues with such expenditures, it can expect far less favorable treatment 
the next time it is renegotiated. This approach is clearly applicable to the 
whole of general and administrative, and selling and advertising expenses, 
and already there is sufficient evidence with respect to 1943 cases to con- 
clude that it can bring results. As the problem is simply one of reorienting 
the contractor’s ideas as to where his interests lie, it is clearly part of the 
larger one of pressures and incentives. One of the distinct virtues of re- 
negotiation over any straight tax scheme yet suggested is its ability to 
exert pressures and stimulate incentives to control costs. 

Renegotiation has the tremendous advantage of dealing directly with 
subcontractors and suppliers whom the procurement agencies ordinarily 
never see. Since purchased materials and components often account for 
more than half of the total prime contract price, examination of the prices 
paid up and down the line is essential to a real pricing program. Even if 
the only element of inflation were the profit, the opportunities for reducing 
the price of the end-item would be considerable; but if both the profit and 
cost approaches are utilized in renegotiation, and if proper administration 
stimulates the desired incentives, the opportunities are truly tremendous. 
The renegotiation of 1942 cases suggests that the average overpricing ap- 
proximates 10 per cent of the sales price (taking into account clearances 
as well as refund cases and prime contractors and subcontractors alike). 
Thus, on an average, if it be assumed that 10 per cent is a fair profit mar- 
gin, every contractor in the production chain is getting 20 per cent. Let us 
translate this into an example: 


Su 

Too 
Subcontractor 
Prime contractor 


“ae Saag op tee dee oe teed emo 
pays subcontractor pays company $100, pnme 
pays the $150, and the Government pays the prime $200. 


The total profit realized by the four producers in this series is $100 out of 
an end-price to the Government of $200. By recapturing 10 per cent of 
™! Tf clearances are eliminated, the average over-pricing is around 16 per cent. Renegotiation 


of War Contracts, Hearings before the Committee on Ways and Means, House of Representa- 
tives, 78th Cong., rst Sess., at 97. / 
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excessive profits from each producer, a total of $50 is taken, thus reducing 
the end price to $150, on which the total profit taken by the four is only 
$50. With a chain of six producers the pyramiding is much greater: 


Here the total profit is $210 out of a price of $300. A 10 per cent reduction 
in the profit of each producer cuts the price by $105 to $195. 

As a matter of fact these hypothetical cases are relatively mild. Many 
instances are available of a series of producers, each of whose profits are 
inflated by far more than 10 per cent. Unfortunately these series are diffi- 
cult to trace, and only rarely does one renegotiating agency have the en- 
tire chain subject to its jurisdiction. The following examples, though in- 
complete, are in point: 


PERCENTAGE OF 
EXCESSIVE PROF- 


As might be expected, the subcontractors under the cost-plus-a-fixed-fee 
prime contractor are overpricing to the greatest extent. The cost-plus 
prime contractor, his costs being guaranteed, feels no need to buy care- 
fully. In fact if he did, his costs might drop so sharply that his fixed fee 
would appear too large percentagewise, a probability which the following 
instances of overpricing by subcontractors and suppliers under a cost-plus 





252 THE UNIVERSITY OF CHICAGO LAW REVIEW 


prime make clear. The prime here was in direct buying relationship with 
these companies, which thus were first-tier subcontractors: 


Clearly renegotiation often provides information for judging the pur- 
chasing efficiency of a prime contractor. It should not be assumed that 
only cost-plus contractors are careless buyers. Fixed-price prime contrac- 
tors can and do have sufficiently large cushions in their prices to enable 
them to adopt an easy-going attitude toward the prices which they pay to 
subcontractors and suppliers. There are cases of prime contractors paying 
a sub for an item double the price the Government is paying for the same 
item under a prime contract. There are also instances of prime contractors 
refusing price reductions proffered by their subs. 

Here is a field where procurement personnel are handicapped by their 
established policies of dealing with prime contractors only. But renego- 
tiation can and must utilize its extensive experience among subcontractors 
to force down prices and call forth the incentives which will make each 
producer in the chain from prime contractor to the lowest subcontractor 
fully conscious that careful buying is essential. Admittedly this compli- 
cates the job of renegotiation. But unless this task is undertaken, costs 
and profits on subcontract items will remain high long after prime con- 
tract profits have dropped to an apparently reasonable level—apparently 
reasonable because the end-price will still be too high, and pyramiding, 
although less obvious, will continue. 


Ill 


It is apparent that renegotiation as a technique has a great deal to con- 
tribute to procurement. One cannot be sure, however, that its peculiar 
advantages and the information obtained through its operations have 
been fully utilized. To date there has been insufficient pressure upon pro- 
curement officials to obtain close prices, and renegotiation itself has served 
to reduce that pressure. 

The contemplated termination of renegotiation puts the matter square- 
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ly up to procurement officials: Can they carry on without the protection 
which renegotiation affords? Can they obtain fair prices on the vast ma- 
jority of items they must buy? Can they adapt their purchasing proce- 
dures and contract forms to the job of ensuring that excessive profits will 
not arise? The action of Congress has thus gone far to restore needed pres- 
sures. Procurement officials now know that they must rely on their own 
abilities and techniques and that they cannot forever count on renegotia- 
tion to serve as a backstop for wild pitches and foul balls. While it con- 
tinues, therefore, renegotiation must work closely with procurement in a 
joint effort to control profits, to cut costs, and to furnish the necessary in- 
centive to contractors to keep costs low. 

In general terms, it would seem that procurement officials must orient 
their thinking toward the accomplishment of the following immediate 
goals: 

1. The fullest possible utilization of the results of renegotiation. This means 
that procurement negotiators must study the reports of renegotiation and 
the work papers which lie behind. 

2. The development of a new sanction. Conceivably in some instances 
procurement may be able to force a recalcitrant contractor into line by 
threatening to place no further orders with him. In other instances, how- 
ever, where the particular contractor’s production is essential and conse- 
quently where his bargaining power is great, the judicious use of the man- 
datory order is called for. 

3. Realization that the responsibility for fair prices and moderate profits 
lies solely with procurement personnel. It will no longer do for procurement 
negotiators to think lightly of any inadequacy or carelessness on their 
part. 

4. Careful scrutiny of comparative cost and comparative price data. This 
means going into considerably greater detail than has been customary. 
Renegotiation reports for one or two years will in most instances be avail- 
able, and these will indicate the type of costs that the contractor has in- 
curred and may currently be charging to government business. 

5. Concern with the overall effect of war contracting on the operations of the 
contractor. In the case of a contractor whose major war work is with one 
procurement agency, this problem is not insoluble. But where a company 
is both a prime contractor for many different agencies and a subcontractor 
or a sub-subcontractor for many different primes, it will be extremely 
difficult for any one procurement agency to visualize the overall effects 
of its policies and practices on that company. The interrelationship of the 
prices and costs of the different items made by one manufacturer must 
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constantly be kept in mind. For example, cancellation of a tank con- 
tract will result in an increase in the cost of a contractor’s artillery car- 
riages and landing ships, due to the necessity for increased absorption of 
fixed overhead. 

6. Close relationship between estimated profit margins and the risks of the 
contractor. If the item is a difficult one which calls for precision work, the 
contractor is properly entitled to a higher return than is a contractor 
manufacturing a simple item which he intends to subcontract extensively. 
Although it is generally true that the provisions of prime supply con- 
tracts are fairly uniform, there are variations which substantially affect 
the risks taken by the contractor. Where a contractor takes risks as a 
result of conscientious close pricing, relief should be given him if he does 
encounter uncontrollable hazards that take away his reasonably antici- 
pated profit.” 

7. Exploitation of the present more favorable market conditions. The 
Government now has substantially greater bargaining power than it had 
during the emergency phase of procurement, while terminations and cut- 
backs afford it an opportunity to cancel out the inefficient and high-price 
producer. A policy of selective awarding and cancelling of contracts will 
have a direct effect on the incentive of producers. The stabilization of the 
requirements for many items, moreover, makes possible an increased 
element of competition in war procurement. 

8. Increased use of contracts providing for exemption from renegotiation. 
Procurement must really be sure of its ground in these cases, however, and 
such certainty can come only from a successful attempt to work along the 
lines already suggested. 

Renegotiation, in turn, must set for itself certain immediate goals which 
complement the current aims of procurement: 

1. Speedier processing of cases. Efforts are now being made to complete 
renegotiation cases within three months. Although this is a most difficult 
goal in complicated cases, greater speed must be obtained in order that 
the pressure on the contractor to reduce prices, backed up by historical 
cost data, is instituted as soon as possible after the conclusion of a fiscal 
year. 

2. Securing of product costs. In no instance should renegotiation be car- 
ried on without an effort to obtain accurate historical costs by product. 
Where current costs are available, these too should be secured. 


*2 It is the policy of Headquarters, Army Service Forces, to utilize relief under the First War 
Powers Act and Executive Order goo1 in such a manner as to encourage close pricing. See Fain 
and Watt, op. cit. supra note 3. 
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3. Forward pricing. Greater emphasis must be placed upon the securing 
of specific price reductions in every case where the results for the prior 
year indicate that present prices will probably result in excessive profits. 
If a detailed revision of prices cannot be obtained, a general covenant to 
reduce prices wherever possible should be included in the renegotiation 
agreement. It might even be advisable to discuss prices, prior to discussing 
recapture of excessive profits already realized. The problem will naturally 
be much easier in the case of a contractor who manufactures a relatively 
small number of items under contract with one procurement agency. 
Where a contractor is renegotiated by one agency and prime contracts are 
outstanding with other agencies, cooperation between the renegotiating 
agency and the other services or Departments must be established. Pricing 
and repricing necessarily must be accomplished in close cooperation with 
procurement personnel, and in fact the War Department is presently un- 
dertaking a pre-renegotiation experimental pricing program. Its principal 
aim is to introduce procurement personnel to the complex problems and 
techniques of war contract pricing under circumstances permitting close 
cooperation with renegotiation and the selection of the companies to be 
dealt with. It may also serve to initiate pricing discussions prior to formal 
renegotiation proceedings. 

4. Relation of subcontract items to the end-price (the prime contract price) 
paid by the Government. Many of the most glaring instances of excessive 
profits are realized by manufacturers of component parts and supplies 
going into end-products. Since these items may pass through the hands of 
other subcontractors before reaching the prime contractor, the possibili- 
ties for pyramiding profits are excellent. Where possible, the entire series 
of producers must be considered together and measures taken to ensure 
that price reductions by one subcontractor in the chain are passed along 
by the other subcontractors above him and by the prime contractor to the 
Government. 

5. Penalizing of contractors whose pricing practices and profit margins are 
unreasonable. A man who insists upon a thirty-three per cent profit or a 
thirty-three per cent cushion of profit plus contingencies has eliminated 
virtually all risks from his operations. It is not sufficient that he is willing 
to refund a large portion of that cushion at the end of the year, as, his 
risks having been reduced, his incentive to efficiency has likewise been all 
but eliminated. Nor can a contractor in this situation get a clean bill of 
health by making voluntary price reductions or refunds to the Government 
toward the end of the year. Voluntary reductions are significant only if 
their timing indicates a real intention to operate under close prices. A 





256 THE UNIVERSITY OF CHICAGO LAW REVIEW 


contractor who has reduced his risks to a minimum is entitled to little 
more than a management fee, no larger than that paid a cost-plus-a- 
fixed-fee contractor. 

6. Closer attention to the elements of controllable cost in price. Contractors 
must be made to realize that unnecessary expenditures are not an un- 
mixed tax advantage. 

These or similar policy developments are necessary if the goal which 
Congress believes can be achieved is to be achieved. Congress has supplied 
the necessity. It remains now to be seen whether renegotiation and pro- 
curement will reorient their policies and procedures in order to permit re- 
negotiation to come to an end without serious danger of national scandal. 


A strong argument can be made for the proposition that no matter how 
expert procurement becomes, some method of overall review, such as re- 
negotiation, will continue essential. Constant changes in the quantities 
and in the very products required by global war inevitably make cost 
estimates problematic, and there is as yet nothing to indicate that govern- 
ment requirements are about to decline sharply. Consequently, the resto- 
ration of competitive conditions, which, Congress believes, will make con- 
tinued renegotiation unnecessary, is most unlikely." 

But, apart from this circumstance, it must be remembered that certain 
elements in factory overhead, together with most general and administra- 
tive, and selling and advertising expenses, have no reality as costs per 
item except as historical costs per item. Even as historical costs they must 
be determined by an arbitrary method of allocation which the Govern- 
ment, as the principal buyer, should have the right to review. Any esti- 
mate of this type of expense as to a given product is necessarily guess- 
work, in contrast to the reasonably ascertainable estimates of direct 
material and direct labor costs. As a result, the contractor takes the 
natural precaution of overestimating. This factor alone can, and does, 
lead to excessive profits. At some stage in the procurement process, there- 
fore, companies must be viewed as operating units over a past period, 
whereas decentralized procurement as presently constituted functions for 

13 “(2) The term ‘termination date’ means— 

“(A) December 31, 1944; or 

“(B) If the President not later than December 1, 1944, finds and by proclamation declares 
that competitive conditions have not been restored, such date not later than June 30, 1945, as 
may be specified by the President in such proclamation as the termination date; 

“(C) If the President, not later than June 30, 1945, finds and by proclamation declares that 
competitive conditions have been restored as of any date within six months prior to the is- 


suance of such proclamation, the date as of which the President in such proclamation declares 
that competitive conditions have been restored”; Revenue Act/of 1943, tit. VII, § 403 h. 
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the most part prospectively and always on an individual-contract basis. 
It is doubtful, moreover, whether any one procurement agency ever can 
successfully undertake an historical review from the overall vantage 
point which renegotiation now occupies. If it did, it would become a re- 
negotiating agency. The largest and most successful buyers among our 
private enterprises, even when able to dictate terms and prices in advance, 
have found most desirable a brand of “renegotiation” as a means of ad- 
justing prices in light of historical profits and costs. The public interest 
demands that the Government as a buyer be no less diligent. 

Accepting renegotiation as indispensable does not mean placing war 
procurement on a cost-plus basis. For renegotiation can influence costs and 
make disallowances, and it can determine a reasonable profit to be any- 
thing from two to twenty-five per cent of sales. It thus provides the es 
sential incentive for the increased production, quality, operating efficiency, 
and control of costs needed to win the war, to check inflation, and to help 
save the peace. In fact, enlightened self-interest should lead business to 
support renegotiation. If, because of the easy-come, easy-go circumstances 
of war procurement, large numbers of companies. become careless about 
costs, American industry will encounter rough going in the post war world, 
and individual companies will find that profits do not flow to the ineffi- 


cient. By causing contractors to think again of cost control, renegotia- 
tion can help them prepare for operating in an economy where sheer 
productive capacity does not guarantee a handsome return. 


The historical-minded will recall that the Dutch Empire went into 
eclipse. As for the causes, it just could be that George Canning knew what 
he was talking about. 





RENEGOTIABLE SALES AND PROFITS 


Wiser G. Katz* 


BUSINESS SUBJECT TO RENEGOTIATION 


T HAS been suggested in the articles by Senator Walsh and Mr. James 
| that the basic purpose of the Renegotiation Act is the avoidance of 
public scandal incident to exorbitant war profits; that the distinctive 
features of renegotiation result from the effort of Congress to prevent 
profiteering without discouraging production or putting a premium on 
waste and inefficiency. It was to be expected that the categories of busi- 
ness subject to the act would be determined by consideration of the pur- 
pose of the act and of problems of administration. The history of the legis- 
lation and of its interpretation has been one of continuous controversy as 
to the proper scope of renegotiation. No attempt will here be made to dis- 
cuss the subject comprehensively. Instead, a few of the disputed areas 
will be considered, in order to illustrate the problems of policy involved. 
With a few exceptions, the original act was expressed as covering all 
contracts with the Army and Navy Departments and the Maritime Com- 
mission and “subcontracts” thereunder. The act contained no definition of 
“subcontracts,” but the Departments soon adopted an interpretation of 
the term as including not only subcontracts under which production of 
some or all of the articles contracted for is delegated to a subcontractor, 
but also purchases by the contractor of component parts and of supplies, 
materials, machinery, or equipment “required’’ for the performance of 
the contract. A similar definition of “subcontract” was inserted in the act 
in October, 1942, a definition which has been amended in minor respects 
only by the Revenue Act of 1943." (The amendments effected by this act 
are referred to in this article as “the 1944 amendments.’’) This definition 
is obviously very broad, and it is proposed to examine its scope first by 
considering the principal proposals for limitation or exemption. 
Standard commercial articles.—The contention has been almost con- 
tinuously made that sales of standard commercial articles should not be 
subject to renegotiation. It is pointed out that standard products are not 
like new types of heavy artillery, as to which costs of production defy 
estimate. The pricing of standard products is not a matter of guess. It is 


* John P. Wilson Professor of Law, The University of Chicago. 
* Subsec. (a) (5). } 
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also emphasized that prices for standard products are subject to OPA 
ceilings and that in many lines there is a large number of producers. The 
conclusion is drawn that with excess profits taxes at present levels re- 
negotiation is not necessary for sales of these products. 

These arguments were vigorously opposed, particularly by the Mari- 
time Commission and the Navy, whose spokesmen pointed out that a 
large part of the cost of ships represents components which are standard 
commercial items. They flatly denied that excess profits taxes can be re- 
lied on to remove all exorbitant profits from such sales. They showed the 
effect on profits of enormously increased volume of sales, volume expanded 
sometimes ten to twenty fold, and insisted that prices reasonable for a 
normal volume of production may be grossly excessive when the volume 
is multiplied. Where the quantity demanded is so large, competition can- 
not be expected to bring about price reductions. Furthermore, price 
regulation by the OPA scarcely touches the problem. None of the tech- 
niques worked out by the OPA in fixing prices takes account of the effect 
of expanded volume on the costs of an individual firm. When the OPA 
showed some signs of approaching its problem as a problem of profits, the 
congressional reaction was so violent that the approach was hastily and 
completely abandoned. 

These arguments are so persuasive that it is difficult to understand the 
War Department’s original support of the exemption of standard articles. 
Under Secretary Patterson urged the exemption in 1942, and testified in 
June, 1943, that he was still personally in favor of it. This position may 
have resulted from concern over the volume of administrative work in- 
volved in renegotiation, for until the end of 1943 it was by no means clear 
that the task could be handled with the staffs available. But whatever 
may have been the reason for the War Department’s original position, in 
the interests of a uniform policy the Department deferred to the opinion 
of the Navy and the Maritime Commission.” 

An exemption of standard commercial articles would of course require 
a definition of such articles, and the difficulty of framing such a definition 
furnished an additional argument against the exemption. The difficulty is 
illustrated by the definition inserted by the 1944 amendments. Here 
“standard commercial article” is defined as an article ‘identical in every 
material respect”’ with an article in general use prior to 1940.’ The defini- 

? See Hearings, Sen. Com. on Finance (and Subcom.) on Sec. 403 of Pub. Law No. 528, 


77th Cong., 2d Sess., Sept. 22-23, 29-30, 1942; Hearings, House Com. on Naval Affairs (78th 
Cong., rst Sess.) pursuant to H. Res. 30, Vol. 2, June 10-30, 1943, at 925. 


3 Subsec. (a) (7). 
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tion contains added requirements that the article be one sold in competi- 
tion and subject to an OPA ceiling or at a price not in excess of the Janu- 
ary 1, 1941, price. The 1944 amendments, however, did not themselves 
grant the exemption; they merely authorized the War Contracts Price 
Adjustment Board to do so “if in the opinion of the Board, ‘competitive 
conditions affecting the sale of such article are such as will reasonably 
protect the government against excessive prices.’ If this power is exer- 
cised, the action may, of course, be taken for limited classes of “standard 
commercial articles” rather than for the entire class as defined in the act. 
If standard articles were to be exempted in terms of the statutory defini- 
tion, a host of questions would be inevitable as to the phrase “identical in 
every material respect.” Government specifications for “‘standard’’ arti- 
cles commonly provide for slight changes in design or quality of materials 
or acceptable tolerances. Questions as to the materiality of such deviations 
would be constantly met and difficult to resolve. 

Materials.—Suppliers of certain raw materials raised not only all of the 
arguments urged for the “standard product” exemption, but also an argu- 
ment based upon the exhaustion of their ore, oil, or timber reserves. They 
urged that their business was not being increased but merely anticipated 
by the war boom. Perhaps on the basis of this argument, an exemption 
was inserted covering sales of the product of mines, oil wells, or timber, 
which has not been processed beyond the first state suitable for industrial 
use.’ The application of this exemption has presented many close ques- 
tions and the Secretaries have issued a joint regulation interpreting the 
language and listing many exempt products. An exemption for agricultural 
products in similar terms has been inserted by the amendments of 1944. 

The 1944 amendments also include a provision for the benefit of con- 
tractors who produce (or acquire) materials in an exempt state and process 
them for sale in a form not exempt.’ In computing renegotiable profits, 
such contractors shall have the benefit of a cost allowance approximating 
the amount which the contrator would have realized if he had sold the 
materials in their exempt state. In other words, in computing the profit 
from the operations subject to renegotiation, the “cost” of the materials 
in their exempt state is not to be determined by their actual cost to the 
contractor but by the proceeds of the hypothetical sale in the exempt 
state. This provision carries into the statute the substance of the adminis- 
trative practice. It permits the contractor to adjust the valuation of his 

« Subsec. (i) (4) (D). 

5 Originally subsec. (i) (1) (ii), now subsec. (i) (1) (B). 

¢ Subsec. (i) (1) (C). ? Subsec. {i) (3). 
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opening inventory of work in process as well as the cost of materials put 
into production during the year. It is apparent, of course, what difficulties 
are encountered in applying this rule, particularly in the absence of an 
active market for the materials in their exempt state. 

Machinery, equipment, and supplies—Throughout the history of the 
Renegotiation Act, there has been agitation for its limitation to prime 
contracts (sales directly to the renegotiating agencies) and subcontracts 
for component parts (and non-exempt materials). Such a limitation was 
embodied in the 1944 amendments as they originally passed both the 
House and the Senate, although the limitation was eliminated in confer- 
ence.* This exemption would, of course, eliminate renegotiation of sales of 
machine tools and other equipment of long life, and the producers of such 
equipment not only urged this general limitation of renegotiation to final 
war products and component parts but also, in the alternative, a specific 
exemption of sales of durable machinery and equipment. The Senate 
amendments of 1944 also adopted this suggestion, exempting sales of 
machinery, tools, and equipment “ordinarily having a useful life of more 
than ten years.” 

While this exemption was eliminated in conference, the argument in its 
favor was of considerable force. Emphasis was placed on the fact that the 
greatly expanded wartime sales of such manufacturers would inevitably 
result in a reduction of their post-war markets, that the war boom was for 
them largely an anticipation of their normal sales for the next decade. (In 
this respect the argument of the durable equipment producer was analo- 
gous to that urged, with greater success, by raw material producers. The 
material producers viewed the future with alarm because of exhaustion of 
their supply, whereas the alarm of equipment producers was based on the 
exhaustion of their demand. In some respects the argument of the equip- 
ment producer seems the more persuasive.) 

The principal weakness of the argument for the durable tool exemption 
results from the wide differences in the degree to which the argument 
applies to individual producers. It is most persuasive for a company pro- 
ducing only a line of standard durable equipment (such as turret lathes) 
with a wide variety of uses. Apart from the possibility of developing new 
lines of products, the outlook of such a company for the years immediately 
following the war is admittedly dubious. Furthermore, with renegotiation 
for 1942 an accomplished fact, and with volume of sales falling off, the 
argument for exemption is increasingly strong. 

In the case of producers of other types of equipment, however, the argu- 

* C.C.H. Special Reports on H. R. 3687, Revenue Bill 1943. 





262 THE UNIVERSITY OF CHICAGO LAW REVIEW 


ment is less persuasive. Some types of durable equipment have in prospect 
a much more favorable post-war market, and the rejection of the proposed 
exemption reflects a belief that it is impossible to formulate an exemption 
which would not be either too broad or too narrow. The action of Congress 
may be understood as a preference for a case-to-case appraisal of the 
force of the market saturation argument and for its recognition in deciding 
upon the profit margin which may be considered reasonable. 

The proposal to limit renegotiation to sales of products furnished di- 
rectly to the Government and of component parts thereof would have 
exempted sales not only of durable equipment but also of consumable 
tools and factory supplies. Producers of some of these products have had 
a striking increase in volume of sales and profits, and they do not have the 
serious problem of market saturation faced by producers of many types of 
durable equipment. The Departments have therefore consistently opposed 
the restriction of renegotiation to end-products and component parts. 

Articles “required” for performance of war contract——The foregoing dis- 
cussion has dealt largely with controversies concerning proposals to re- 
duce the scope of renegotiation. It remains to comment briefly on the 
limits of the term “‘subcontract” as defined in October, 1942. In this defini- 
tion, which continues in force without substantial change, the crucial 
words are “agreement ... to... furnish any article, required for the per- 
formance of any other contract or subcontract.”® As Mr. Berling has 
pointed out,"® the word “required” might have been given a very broad 
interpretation, subjecting to renegotiation all sales (to prime contractors 
or subcontractors) of office equipment and supplies, factory maintenance 
items, and articles entering into factory construction. The Departments 
ruled, however, that such items were too remote from factory operations 
to be considered “required” for the purchaser’s war production. Thus 
there arose a distinction between processing equipment and supplies (re- 
negotiable) and general equipment and supplies (non-renegotiable). For 
a period before the administrative interpretation became settled it was 
thought that sales of articles which became part of the realty were for that 
reason exempt, although constituting direct processing equipment. This 
notion was not finally adopted, although in most cases sales of building 
materials, and other articles becoming part of the realty, are exempt as 
sales of general, rather than processing, equipment. It is to be noted that 
we are dealing here only with the limits of the concept “subcontract.” All 
sales direct to one of the Departments covered by the act are renegotiable, 

* Subsec. (a) (5). 

1° See ante, p. 224. 
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without regard to the character of the item sold, subject to the exemptions 
listed in the act or promulgated pursuant to its terms. 

The definition of “subcontract” has in practice been limited in other 
directions. Where component parts are concerned, there is no limit to the 
number of tiers of subcontracts, all subject to renegotiation. But a more 
restricted interpretation is given to the concept of “articles required” for 
the production of machinery the sale of which is a renegotiable subcon- 
tract. Contracts for components of such machinery are also renegotiable, 
as are sales of machinery necessary for such production. The limit is set at 
that point, excluding lower tier transactions and sales of supplies used in 
making war production machinery. This limitation reflects an understand- 
able desire to find some cut-off in the house-that-Jack-built series. 

Another close question was presented by sales of equipment which is to 
be used only partly for war production. The seller is permitted to treat as 
renegotiable only the portion of the sale price which is proportionate to 
the equipment’s use in war production. As a matter of literal interpreta- 
tion of the act, it might well have been ruled that since the equipment was 
“required” for war production the entire purchase constitutes a subcon- 
tract. Such a ruling would also have been defensible from the viewpoint 
of the general purpose of the act. Its rejection is probably to be under- 
stood as a minor concession to producers of durable equipment, justified 
by the force of their general argument summarized above. 

Procedure to determine renegotiable sales.—It has already been sug- 
gested that interpretation of the definitions of renegotiable contracts and 
subcontracts is only a small part of the problem of determining the busi- 
ness of any contractor subject to renegotiation. The working out of a pro- 
cedure for applying these definitions presents even greater difficulties 
which can only be briefly suggested in this article. Here, even more than 
in elaborating the definitions, there is need for practical adjustment. 

The problem is simple where the contractor has relatively few sales 
and where the purposes for which its products are purchased are known or 
easily ascertainable. Sometimes efforts are made to secure such informa- 
tion by circularizing customers. It is often exceedingly difficult, however, 
to formulate a questionnaire which will secure information which is rele- 
vant in terms of the criteria for renegotiability. More useful information 
can usually be secured by informal inquiries. In cases where customers 
are numerous, information is sometimes secured as to the more important 
customers and the remainder of the sales segregated by application of the 
percentages indicated by analysis of the larger accounts. 

In some cases, the contractors have already available analyses of their 
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sales according to the industries to which the customers belong. Particu- 
larly where a large number of small accounts is involved, a reasonable 
method of sales segregation may be through the use of percentages for 
each industry. Percentages suggested by reports of trade associations or 
government agencies or by the experience of the renegotiating department 
are frequently accepted by the parties where more accurate methods of 
segregation are not practicable. 

In other classes of cases, resort must be had to information given on 
purchase orders pursuant to WPB regulations. These regulations, how- 
ever, are different in different industries, and the requirements have been 
frequently changed. The information is given in the form sometimes of 
priority ratings and sometimes of “end-use” classification symbols. 
While a tabulation of such information may furnish a satisfactory basis 
for the segregation of sales, this will be true only where the nature and the 
uses of the products suggest some correspondence between the particular 
WPB symbols and the categories of renegotiable business. It must be 
remembered, for example, that high priority ratings have been given for 
purchase of items necessary for maintenance of operations in many plants 
and institutions not engaged in war production. 

It is apparent from the foregoing paragraphs that there is no uniform 
method of segregating sales subject to renegotiation ; nor is there a limited 
number of methods whose application to different classes of production 
can be standardized. Informal conferences between the contractor and the 
renegotiators are necessary to reach agreement on the practicable method 
which will give the fairest approximation to the total of renegotiable 
sales. It is apparent also that the task of segregating sales is a most im- 
portant one. The responsibility is placed upon the contractor to make the 
segregation, but the methods employed must be scrutinized with the 
greatest care by the renegotiator if the policy of the act is not to be de- 
feated. 

DETERMINATION OF RENEGOTIABLE PROFIT 


The original act was worded in terms which made individual contracts, 
rather than the operations of a fiscal period, the focus of renegotiation.” 
Whenever the Secretary deemed that the profits from any contract or 
subcontract might be excessive, he was directed to renegotiate the con- 
tract price. While a review of operations under individual contracts would 
be highly desirable as a means of reaching sound prices on future contracts 
for similar articles, two important objections to this approach were recog- 


1 Subsec. (c) (1). j 
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nized early in the administration of the act. Contractors were quick to 
urge that refund of excessive profits from individual contracts should not 
be asked without adjustment for losses or inadequate profits on other 
contracts. It soon appeared, furthermore, that the individual contract 
approach was impracticable as a matter of administration. The “overall” 
approach, however, was incorporated in the statute only gradually. By 
the 1942 amendments, the Secretaries were merely empowered in their 
discretion to renegotiate some or all of the contracts as a group. While 
overall renegotiation for a fiscal year was almost universal practice from 
the outset, it was not until the 1944 amendments that this method was 
made mandatory, except by agreement of the parties. 

The fiscal year approach, however, raises difficulties of its own, diffi- 
culties inherent in efforts to judge the profits of business enterprise for an 
arbitrary period of time. Writers on economics and accounting have often 
remarked that a satisfactory determination of profits is possible only after 
the enterprise has ended and its assets been liquidated. The effort to as- 
certain profits for a shorter period is an effort to match items of revenue 
and cost. In accounting practice this process is largely one of applying 
conventional rules, rules which may be fairly satisfactory when applied 
over a period of years. Some of these accounting rules, however, are open 
to serious question if they are relied upon to secure a fair measure of a 
year’s profits for renegotiation purposes. 

The general problem of annual profits has also arisen under the income 
tax law. Especially with rising tax rates, it has been thought necessary to 
make increasing use of various averaging devices, devices to carry for- 
ward and to carry back losses in order to avoid inequitable taxation in 
years where application of conventional rules results in high profits. In re- 
negotiation, contractors have often urged that the only war profits which 
they should be asked to refund are those which appear excessive when 
their entire war production has been completed. It is somewhat surprising 
that their representatives before congressional committees have not urged 
concrete proposals for making renegotiation tentative, with “excessive 
profits” impounded (perhaps in the form of war bonds) but subject to 
offset against later losses. Under the present act the board may agree toa 
renegotiation period longer than one year, but there has apparently been 
little use of this device. In the 1944 amendments, Congress introduced a 
provision for recomputation of excessive profits and possible return of re- 
negotiation refund, but only in connection with recomputation for tax 
purposes of the amortization of investment in emergency equipment. 
With this single exception, a renegotiation agreement represents a final 
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determination, in spite of doubts as to important items of cost and as to 
the resulting profits. The situation has not become acute, largely because 
of the substantial time lag between the accrual of profits and the deter- 
mination of the refund. In most cases generous profits accrued since the 
end of the fiscal year, renegotiated, have furnished a comfortable margin 
of safety. 

From the beginning, in the determination of renegotiable profit, allow- 
ance has been given for deductions recognized in income tax procedure. 
Under the 1942 amendments, the Secretaries were required to recognize 
exclusions and deductions “‘of the character” allowed under the Internal 
Revenue Code.” The 1944 amendments eliminated the quoted phrase 
and required the allowance of cost items “estimated to be allowable” 
under the code." No attempt will be made in this article to review the 
treatment of even the most important items of cost. Instead, two or three 
cost problems will be discussed, in order to illustrate the dangers in tying 
the concept of renegotiable profits too closely to that of taxable income. 
It must be remembered, of course, that allowance of an item as a cost in 
computing renegotiable profit does not preclude consideration of the cost 
thus allowed as a factor bearing upon the reasonableness of the resulting 
profit. Examples of such consideration often occur in connection with ex- 
ecutive salaries. While the salaries paid may not be so high as to lead to 
disallowance by the Bureau of Internal Revenue or in renegotiation, a 
high level of salaries is a factor entitled to consideration in determining 
excessive profits. Such consideration is obviously necessary in fairness to 
contractors with unusally low overhead costs. 

Deferred costs of development.—Under the tax law, the contractor is 
given no discretion in the handling of developmental costs. They may be 
taken as a deduction in the year paid or incurred and may not be deferred 
and deducted in a later year.’4 In renegotiation, however, it would be ob- 
viously unfair if such costs were not considered properly allocable to the 
year or years in which the principal production takes place. Furthermore, 
even where developmental costs were not deferred in the books of the con- 
tractor, where these preparations resulted in losses on war contracts in 
the pre-renegotiation year, this is a factor which may be urged as bearing 
upon the reasonableness of the profits subsequently earned. 

Amortization of emergency equipment.—In many cases the principal 
doubt as to profits realized arises from the investment of the contractor 
in a plant, machinery, or equipment required for his war production. 

12 Subsec. (c) (3). 

13 Subsec. (a) (4) (B). 4 Reg. 111, sec. 29.43-2. 
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The problem is one of the recovery of this investment, a problem of the 
amount which should be allowed against current revenue for amortiza- 
tion of the capital outlay. 

The cost of “ordinary” capital investment is amortized by means of an 
allowance for depreciation based upon an estimate of the useful life of the 
equipment and representing a spreading of the net cost over the life by 
some recognized method. With respect to additions necessary for handling 
the large volume of war production, the chief difficulty is in estimating 
the period during which the contractor will be able usefully (i.e., profit- 
ably) to employ the equipment. The problem was much debated during 
the period of expanding defense preparations in 1939 and 1940. Finally, in 
order to encourage investment in increased productive capacity, in the 
Second Revenue Act of 1940, Congress added Section 124 to the Internal 
Revenue Code. This section provided for the issuance of “certificates of 
necessity” for investment in “emergency facilities.” In computing taxable 
income, the holder of such a certificate may amortize his investment at 
twenty per cent per year regardless of the type of equipment or its prob- 
able life. 

Nor is the taxpayer left, under this section, with the risk that he might 
not have five years of war business against which to amortize his invest- 
ment. If the emergency period should end before the amortization is 
completed, or if the facility is certified as no longer necessary for war pro- 
duction, the taxpayer may re-open his tax returns for previous years and 
recompute the amortization on the basis of the shorter period. This solu- 
tion of the difficult problem may have been a fair one for tax purposes. 
While it seems generous to the taxpayer, it must be remembered that if 
the facility continues to be used after the amortization period, taxes must 
be paid on the income so produced without further deduction for deprecia- 
tion or amortization of the investment. 

In renegotiation, however, the problem is somewhat different. Under 
the present act, renegotiation: will expire on December 31, 1944, or not 
later than June 30, 1945. Recognition of the twenty per cent amortiza- 
tion charge as a cost in computing renegotiable profits would give the 
contractor a great advantage in cases where the property is likely to have 
value after the amortization period. Take the case of a contractor who 
has been operating in a plant rented on a short term lease. The contractor 
builds a new plant under certificate of necessity, with the intention of 
giving up production in the rented plant if post-war business does not 
require both plants. Should such a contractor be allowed the twenty per 
cent amortization charge as a cost of its renegotiable business? 
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It was perhaps with such a case in view that the renegotiating agencies 
agreed upon a very cautious statement of policy on this subject.s It was 
first stated that in computing profits the amortization charge is not to be 
allowed as a cost, except to the extent of an appropriate depreciation 
allowance. “However, the amount of such amortization in excess of de- 
preciation will be deducted from such profits and not considered as repre- 
senting excessive profits for purposes of renegotiation.” It is interesting to 
speculate on what may have led the draftsman of this regulation to dis- 
criminate thus between allowance of the item as a cost and its recognition 
as a deduction in computing renegotiable profits. The question becomes 
even more puzzling in the light of the next sentence of the regulation: “In 
determining whether and the extent to which profits remaining after de- 
ducting the amount of such amortization are excessive, consideration will 
be given to the extent that it appears that the contractor .. . will have 
residual! value in the amortized facilities.” 

As already stated, the 1944 amendment requires the allowance as a cost 
of all items estimated as allowable for tax purposes. Presumably, there- 
fore, the board will revise the regulation on amortization. It should still be 
able to consider probable residual value as bearing on the reasonable profit 
margin. The case supposed, however, is one of the few where residual value 
might confidently be asserted. In the usual case the contractor secures the 
full benefit of twenty per cent amortization, since residual value is im- 
possible to establish. 

In one respect the 1944 amendments destroy the flexibility of renegotia- 
tion in respect to amortization. A new provision is inserted to deal with 
the case in which, after a renegotiation refund has been made, the amorti- 
zation period is shortened by the termination of the emergency or by a 
finding that the facility is no longer necessary. The contractor is given a 
right to a recomputation of this refund on the basis of a higher amortiza- 
tion charge (proportionate to the shorter period). The recomputation is 
apparently to be a matter of arithmetic without a new opportunity to 
consider residual value—at a time when a reasonable approximation of 
such value might perhaps be made. It is not difficult to imagine cases in 
which this provision might operate to give the contractor a wind-fall. 

Allocation of costs to renegotiable business—The problem of determina- 
tion of renegotiable profit has been discussed above as a problem of allow- 
able costs. This is only half of the problem, and usually the easier half, in 


8 J- PAB-s(a), published in Joint Statement by the War, Navy and Treasury Departments 
and the Maritime Commission, “Purposes, Principles, a and Seshapentatlons, ” March 
31, 1943- 
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any case where the contractor has a substantial portion of his sales not 
subject to renegotiation. In these cases it is necessary to allocate cost 
items between renegotiable and non-renegotiable business in order to as- 
certain the profit to be renegotiated. As with the problem of segregation 
of sales, determination of an acceptable method of cost allocation usually 
requires detailed study of the nature of the respective products, their 
methods of production and distribution, and the nature of the records 
kept by the contractor. 

These records often make it possible to determine with some accuracy 
the “prime cost” (material and direct labor) of sales subject to renegotia- 
tion. This is true not only where the contractor has records of such costs 
by contract or job, but also where departmental, plant, or product costs 
are separately kept and where the renegotiable sales include all of the 
sales of certain departments, plants, or products. Where “prime cost” is 
thus known, factory overhead is usually added on the basis of standard 
cost records, if such a cost system is in operation, or on the basis of per- 
centages established by experience, or by an analysis and allocation of 
individual items of factory expense. From these computations, together 
with adjustments for changes in inventories, the “cost of sales” is deter- 
mined for the renegotiable business. 

It is sometimes necessary to accept much less satisfactory methods of 
allocation. The production of the contractor’s regular products and of 
new war products may be carried on in the same plant and without sepa- 
rate records even of labor and material costs. Here it may be necessary to 
base the allocation upon pre-war cost experience in the regular line, de- 
termining cost of non-renegotiable sales on this basis and assigning the 
balance of the costs to the war production. 

Items of selling, general, and administrative expenses must then be 
allocated, a process normally involving analysis of the respective items 
and consideration of the appropriate allocation for each. For example, 
expenses of maintenance of local sales offices should be allocated entirely 
to non-renegotiable business where these offices have nothing to do with 
the sales subject to renegotiation. 

In some cases where the contractor’s entire business consists of sales 
of a single product or of a homogeneous line, it is reasonable to allocate 
costs in proportion to sales. If the same prices have been charged in both 
categories of business, the allocation may be on the basis of aggregate 
dollar sales. If not, there must be allocation by product units or by dollar 
sales adjusted to neutralize the effect of the price differential. 

This brief statement of the problem of cost allocation makes it clear 
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that the results of renegotiation will often be very materially affected by 
decisions as to the allocation method. Especially in cases where the con- 
tractors’ accounting records are relatively crude, there is serious danger 
that excessive profits on renegotiable business may remain hidden in the 
absence of vigorous work by analysts of the renegotiation staff. 


RENEGOTIATION AND TERMINATION 


The general subject of settlements on termination of war contracts (by 
action of the Government) is beyond the scope of this article. The rela- 
tion between renegotiation and termination settlements may briefly be 
discussed, however, since there is in a sense a conflict between the overall 
approach of renegotiation and the contract by contract method of han- 
dling termination settlements. 

In the first place, when termination claims are being audited it would 
seem important to make sure that reimbursement is not granted for costs 
allowed in previous renegotiations, a matter which may involve consider- 
able difficulty. For some cases it would seem desirable to deal with the 
matter by insertion of a clause in the renegotiation agreement waiving or 
limiting the scope of termination claims. 

A second aspect of the problem relates to the profit allowed in the ter- 
mination settlement. The termination officers were formerly authorized 
to exempt the settlement from renegotiation, if satisfied that no excessive 
profits were involved. The exercise of this authority, however, would have 
required the officer to examine into the complex of factors considered in a 
renegotiation, a task which would greatly prolong the termination nego- 
tiations. It is not surprising, therefore, that payments in termination 
settlements are now made subject to overall renegotiation. 

This fact might seem to justify suggesting that termination settlements 
may safely be made without detailed review of costs and profits. The re- 
duction of the administrative work in connection with terminations 
would, of course, be a great boon. But renegotiation is slated to end with 
review of operations prior to December 31, 1944 (or not later than June 
30, 1945), and serious questions may also arise out of the statutory provi- 
sions limiting the period within which renegotiation proceedings may be 
instituted where contracts have been terminated. In many cases, there- 
fore, renegotiation cannot be relied on to “mop up” after termination, and 
vigilance on the part of terminations officers is essential, with respect to 
both items of cost and margins of profit. 





COMMENTS ON RENEGOTIATION AND 
THE CONSTITUTION 


Matcoim P. SHarp* 


HEN two such powerful forces as the love of gain and the pas- 

W sion of combat are at work, it is perhaps a little idle to ask just 

how they will express themselves in constitutional law. Rene- 
gotiation is one means of combining both impulses. The only disinterested 
criticism of the device comes from those who consider it part of a system 
to avoid the steep personal income taxes which would doubtless be the 
most effective safeguard against inflation. Businessmen, except at times 
in their own cases, have supported it as an alternative to heavier taxes and 
to flat (say six per cent) profit limitations. Substantial profits on moderate 
risks have been assured by renegotiation. The vitality and good name of 
the profit system are protected for the return of peace. Production of the 
materials and implements of war is stimulated by appeals to the profit 
motive, as well as by combative impulses and patriotism. 

For gain is not the only incentive to either businessmen or soldiers in 
time of war. All the complex appeal of military enterprise and rivalry is at 
work, too. 

When such objectives and motives are present, it may be supposed that 
arrangements which appear practical will rather easily be generalized into 
the law. Practical needs, or supposed practical needs, have affected the 
interpretation of the Constitution. This appears the more natural as we 
come increasingly to see in what broad and general terms the framers 
gave power to the national Government to which they intrusted “the 
purse and the sword.” 

The broad outlines of current economic and political history must thus 
of course be recalled in considering the place of renegotiation under the 
Constitution. At the same time, narrower considerations are relevant. It 
is of some importance that we keep some sense of continuity and security 
as we develop new institutions. The current adjustments will be easier and 
more intelligible if they are seen in relation to the familiar ideas of con- 
tract and constitutional law. 


* Legal Reviewer, Price Adjustment Section, Chicago Ordnance District. The opinions ex- 
pressed herein are those of the author. They are not to be taken as representing War De- 
partment policy. 
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A number of situations may arise to test the Renegotiation Act under 
the Constitution. The simplest case is that of the prime contract formed 
after the enactment of the law. We have become so used to the view that 
the obligation of a contract is not impaired by a prospective law that we 
may say that such a situation presents no constitutional problem at all. 

Yet this is not the case. In a different but somewhat comparable situa- 
tion, some applicable considerations were advanced by Chief Justice Mar- 
shall. Senator Taft’s shock at the enactment of the Renegotiation Act 
expressed itself in a statement that contracts had been abolished by the 
law. His reaction is a typical beginning of a constitutional argument. 

Suppose, for example, that a Congress should enact a law providing 
that no undertaking in any subsequent act of the same Congress should be 
binding on the United States. Suppose then that war is declared and a 
scheme of war-risk insurance is provided by the same Congress. At a later 
time it appears that some of the provisions for insurance have turned out 
to be more generous than was anticipated. A later Congress, on the return 
of peace followed by a business depression, decides to save money. It 
modifies the terms of outstanding war-risk insurance term policies by 
making less liberal the provisions for renewal. The later enactment is 
challenged, by any appropriate method, as a denial of due process of law 
and a taking of private property for public use without compensation. 
Let us suppose, a not unlikely case, that the procedural difficulties in the 
way of presenting such a challenge are overcome. Can it be doubted that 
the later enactment would be held unconstitutional by any Court whose 
membership can now be anticipated? 

A leading case dealing with a challenge to a state law operating prospec- 
tively under the Contract Clause was decided over the dissenting opinions 
of Chief Justice Marshall and Mr. Justice Story. New York, in the open- 
ing years of the nineteenth century, had taken a long step in the direction 
of what was then a novelty—a voluntary bankruptcy proceeding termi- 
nating in discharge of the debtor. Chancellor Kent was a member of a 
legislative committee that viewed such novelties with considerable alarm, 
but he had not ventured to hold legislation of this type unconstitutional. 
When the case was presented to the Supreme Court, the decision was in 
favor of the validity of the legislation. The ground of the decision has 
become an elementary principle of law. A prospective law enters into the 
terms of later contracts, and so does not impair their obligation.* 

* Ogden v. Saunders, 12 Wheat. (U. S.) 213 (1827). With the dissent in this case, compare 


Senator Taft’s observations as reported in the press and in the Congressional Record for April 
23, 1942. See 88 Cong. Rec. 3774-76 (1942). 
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The principle is now elementary and is considered obvious; but it did 
not seem so to the two ablest lawyers on the bench. Mr. Justice Story, the 
learned lawyer’s lawyer, and Chief Justice Marshall, the creative conserv- 
ative, both thought that such a law did impair the obligation of contracts 
made after its enactment. 

A contract, they said in effect, is a promise which can be enforced at 
law. There are many familiar limitations on the enforcement of promises. 
If they are against public policy or barred by a statute of limitations, or 
within the operation of statutes of frauds, undertakings which would 
otherwise be contracts cannot be enforced. Subject, of course, as it was to 
such definition, the classification of human relationships known as con- 
tract was reasonably well determined at the time the Constitution was 
ratified. Any law which deprives undertakings within that classification 
of their binding force must be said to impair the obligation of contracts. 
So the state statute which permits one who has incurred simple commer- 
cial debts to rid himself of those debts, on the concurrence of a fraction of 
his creditors, must be said to impair the obligation of contracts. 

The argument of the dissenting opinions is closely related to the doc- 
trines of freedom of contract and unconstitutional conditions which have 
prevailed in more recent decisions of the Supreme Court. Vary the terms 
to suit the words “liberty” and “property” in the Fifth Amendment, and 
the force of the theory is apparent. In an extreme instance of bad faith like 
the modification of war-risk insurance supposed, the result can hardly be 
in doubt. 

Nor is the extreme case an unbelievable one. In fact, we have already had 
it in the form of retrospective legislation affecting first World War war-risk 
insurance, passed during the great depression as an economy measure. A 
unanimous Court speaking through Mr. Justice Brandeis held the retro- 
spective legislation unconstitutional.? The Court went far in intimating 
that it would insist at any opportunity that the Government provide 
some means for discharging its obligations on war-risk insurance. Admin- 
istrative determination might be substituted for action in the Court of 
Claims, and sovereign immunity invoked, but the obligation to pay could 
not be avoided consistently with the Constitution. 

The requirements of elementary good faith are insisted on in this opin- 
ion and were finally observed in the case. The difference between the case 
decided and the case of prospective legislation just supposed is trifling. 
The lapse of a short time between undertaking and repudiation might 


* Lynch v. United States, 292 U.S. 571 (1934). 
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make a situation created by prospective legislation even more flagrant 
than the case which actually occurred. There can be little doubt that a 
simple program of economy at the expense of holders of war-risk insurance 
would in any situation find little support from lawyers now likely to be 
appointed to the Supreme Court. 

It will be observed that the war-risk insurance case was decided by the 
same Court which upheld what was in effect the repeal of the Govern- 
ment’s obligation to pay gold to holders of government bonds.* The Court 
did not put the matter this way, and the opinion in the gold clause case 
rested on the ground that bondholders could show no damage as a result 
of the Government’s gold legislation. It is not necessary to resort to such 
refinements to discover a distinction between the war-risk insurance case 
and the gold clause case. The attempted modification of war-risk insur- 
ance contracts was simply a device to economize at the expense of the 
policyholders. The provisions of the devaluation legislation applicable to 
government gold bonds were a consistent if not indispensable feature of a 
general program for the purpose of combating nationwide deflation by 
familiar monetary measures. Just as an existing contract may be modified 
by state legislation in the interests of well-defined general policy under the 
authority of the so-called police power, so there can be no doubt that con- 
tractual obligations may be modified to some extent in the interests of 
well-defined general national policy, by congressional enactment. 

Senator Taft is right in one respect. Even prospective legislation might 
conceivably go so far in destroying the reliability of government obliga- 
tions that it would violate the Constitution. The prospective provisions 
of the Renegotiation Act cannot be justified simply on the ground that 
they operate prospectively. The act must be justified, if at all, in both its 
prospective and its retrospective operation, on the ground that while it 
may affect the terms of government obligations, it does so only in the 
interest of well-defined general national policy. 

It does not seem difficult to justify the act as a whole on this ground. 
Procurement contracts have been made to a greater or lesser extent 
throughout the war under conditions which come close to warranting cor- 
rection as a matter of common law. Prime contracts themselves give the 
Government privileges of termination, and the general pattern of procure- 
ment contracts reflects uncertainty about both the present and the future. 
The powers of the Government at war are in any case extensive. As an in- 
cident of purchasing, price standards need not be as clearly defined, for 
example, as tax standards. 


3 Perry v. United States, 294 U. S. 330 (1935). 
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The standard procurement contract entered into directly with the 
Government has been characterized by extraordinary flexibility.‘ The 
first step may be a letter which authorizes the contractor to proceed, and 
undertakes on specific conditions to reimburse him for his costs. This in- 
strument is followed in the ordinary course of events by a more elaborate 
writing. Here the Government typically reserves the right to change 
specifications and schedules, along with a sweeping privilege of termina- 
tion for its own convenience. Again, on termination, reasonably generous 
provisions protect the contractor in recovering his costs. Termination pro- 
visions in effect for prime contracts and comparable provisions contem- 
plated for the protection of subcontractors are part of a coherent scheme 
for distributing the risks of procurement contracts over the national com- 
munity as a whole, and thus compensating contractors for the disadvan- 
tages of flexibility. 

It is apparent that results comparable to renegotiation might have been 
reached at the time when the Renegotiation Act was passed, by the 
wholesale exercise of the Government’s option to terminate prime con- 
tracts. In a large variety of transactions classified as subcontracts the 
result would have been simply to deprive subcontractors of orders to 
which they had no contractual rights. In other cases prime contractors 
had reserved a privilege to terminate subcontracts. In still other cases the 
practical consequence would have been negotiation between prime con- 
tractors and subcontractors for the modification of outstanding contractu- 
al undertakings. It seems likely that the hypothetical sweeping exercise of 
the Government’s option to terminate prime contracts would have oper- 
ated practically to terminate many subcontracts as well. 

On termination, new contracts would, of course, have been entered into. 
In case of difficulty the Government had always the final weapon of the 
mandatory order. In April, 1942, simple contractual machinery existed 
for the elimination of outstanding procurement contract claims and the 
substitution of new ones. It was obviously clumsy machinery, and the Re- 
negotiation Act produced the same result in much more elegant and prac- 
tical form. 

Quite apart from contractual privileges of modification and termina- 
tion, procurement contracts entered into during these first months and 
years of our participation in the war have been subject to something of 
the same kind of infirmity as contracts entered into under mistake about 

4 See Fain and Watt, War Procurement—A New Pattern in Contracts, 44 Col. L. Rev. 126 


(1944). This article provides the acquaintance with procurement which is indispensable to an 
understanding of renegotiation. 
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either the present or the future. A mistake in arithmetic or in the tabula- 
tion of items may make a builder’s accepted bid unenforceable.’ A railroad 
brakeman who settles for a personal injury, when both he and his em- 
ployer assume confidently that his injury is a minor one, may avoid the 
settlement when it turns out that he is incapacitated for life. A steamship 
company which pays the supposed widow of a long-lost husband, on the 
assumption entertained by both parties that he was killed in a collision, 
may recover the payment on the discovery that it was another man with 
the same name.’ When seats were sold for the coronation procession for 
Edward VII and his illness delayed the ceremony, the owners of houses 
along the procession route were held to have no right to money which was 
to have been paid after the date first set for the procession.* Last year the 
highest English authority went further, and held that in a comparable 
situation money paid before the date of performance could be recovered 
by the person who had paid.’ While a singer’s estate might be liable to a 
theater owner, at least for part of his advertising expenses, it appears that 
there is no liability whatever at common law if a singer dies between the 
date of a contract and the time for performance.’ 

The clearly expressed and understood terms of an agreement may 
yield when the agreement is made in circumstances of uncertainty. Gen- 
erally, indeed, the parties must be certain that the uncertainty does not 
exist, in order to get relief later from courts of equity or common law. 
They must be unconscious of the chances that they are taking and must 
indeed, as some of the cases can be read, act confidently on the assumption 
that no such contingency as in fact develops will take place. In a com- 
munity occupied with normal commerce, risk and uncertainty bearing is 
one of the primary functions of contract. But even in such a society 
mistake about the present or the future may be so serious that a contract 
made under its influence will be recognized as a pathological case. Such a 
contract does not facilitate an intelligent distribution of cost or uncertain- 
ty, nor does it produce the beneficial effects supposed to come when well- 
informed people arrange for the conduct of their own affairs. 


5 See 5 Williston, Contracts secs. 1578-1579 (rev. ed. 1937). 


*St. Louis-San Francisco R. Co. v. Cauthen, 112 Okla. 256, 241 Pac. 188 (1925) (alter- 
native ground of decision). See 48 A.L.R. 1447. 


7 Grand Trunk Western R. Co. .v. Lahiff, 218 Wis. 457, 261 N.W. 11 (1935). 


® Chandler v. Webster, [1904] 1 K.B. 493. See 6 Williston, Contracts, secs. 1953-1954 (rev. 
ed. 1938). 


* Fibroso Spolka Akcyjna v. Fairbairn Lawson Coombe Barbour, Ltd., [1943] A. C. 32. 
*° Compare Taylor v. Caldwell, 3 B. & S. 826 (Q.B. 1863). / 
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Somewhat different, but strictly comparable, considerations apply to 
an extemporized war economy and to legislation dealing with government 
contracts made in such an economy. Everyone has been conscious of the 
extraordinary uncertainties surrounding procurement contracts. These 
uncertainties have determined the flexible form of the contracts them- 
selves. Repetition has dulled the force of the observation that wholly 
novel manufacturing and buying problems are presented in the procure- 
ment of the materials of war. Neither contractors nor War Department 
officials have had experience with the manufacture of combat planes and 
bombs on anything like the scale required for the purpose of this war. No 
one has been able to foresee the changes in requirements which occur as 
we pass in a recurring cycle from defense to offense and back again for a 
time to defense in different theaters of war. The reported shifts in German 
and Japanese concern with plane production, from bombers to fighters, 
are simply the most recent dramatic examples of the changes required by 
the shifting fortunes of war. 

In procurement everyone concerned has been aware of the amount of 
uncertainty involved in-planning production for military purposes. By 
ordinary commercial standards this might be a sufficient ground for deny- 
ing relief for mistake or frustration in a court of equity or a court of law 
governed by judge-made precedents. Our traditional equity and common 
law rules have been criticized in some respects as unduly limiting relief for 
uncertainty, particularly uncertainty about the future. Uncertainty about 
the present, under the heading of mistake, has in some cases been handled 
with considerable liberality. Though a contractor is aware of the un- 
certainties which surround his transaction, these uncertainties may be so 
great as to make it impossible to work out any intelligent assumption of 
risk. Any arrangement the contractor makes may work out in an imprac- 
tical way, because it is out of the question even to begin to calculate the 
possible permutations and combinations of circumstances which may 
occur. Under such circumstances a legislative and administrative program 
may quite properly go beyond the common law in relieving contractors 
and the Government from the consequences of uncertainty. Liberal pro- 
vision has. been made for contractors in the form of the regulations and 
practices governing Requests for Relief. The Renegotiation Act is a 
means of providing comparable relief for the Government. It does not go 
so far beyond common law principles, adjusted to suit the peculiarities of 
current enterprise, as to raise even a serious doubt about constitutional 
validity. 

A number of narrow objections to such arguments may serve to bring 
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out the character of the position advanced. It is sometimes said that 
manufacturers who continue to make their ordinary peacetime products 
and to sell these products under conditions like those of peace, sometimes 
to their regular customers, are not dealing under conditions in which war- 
time uncertainties play a peculiar part. The argument has been advanced, 
particularly on behalf of some subcontractors, that their contracts for 
standard products are practically like peacetime contracts, and are not 
infected with any peculiar degree of uncertainty. It is said to follow that 
the moral justification for renegotiation fails in such situations. 

This does not seem to be the case. In such situations, where refunds are 
required it is usually because of an extraordinary increase in volume as 
compared with the contractors’ peacetime base years. If contracting 
officers had enough knowledge and time, they could, presumably, insist on 
prime contract prices which would reflect savings that prime contractors 
might insist on in their transactions with subcontractors, in view of the 
enormous increase in volume which subcontractors have been enjoying. 
The refinements of the marginal-productivity theory may suggest diffi- 
culties with this argument. Here, as elsewhere in the field of renegotia- 
tion, it seems a sufficient answer to observe that the Government may 
properly treat all of a contractor’s or subcontractor’s war business as a 
unit. To say that a contractor or subcontractor might have done better in 
making money if he had expanded production somewhat less, and had 
chosen what war orders he would take, is no answer to the claims of a 
government which, by its war business as a whole, has given contractors 
and subcontractors unpredictable profits, as a result of the uncertainty, 
speed, and expansion which characterized procurement. 

It may be said that, apart from mere mistake of expression, relief for 
mistake or frustration in contract law is commonly given by rescission, 
not reformation. A few groups of cases dealing with land contracts and 
conveyances are an exception to the general rule that, while the contracts 
which parties have made may be deprived of effect, they will not be re- 
made by courts. As in the discussion of termination privileges, so here, 
the argument if followed would lead only to a rather clumsy treatment of 
the situation. Procurement contracts might be rescinded and new ones 
made. In that event the Government would still have the right, at any 
rate, by the exercise of a mandatory order to decide the terms of the new 
contracts. It is a short cut, and one to which patriotic contractors are 
ordinarily quite willing to agree, to arrange for flexible reconsideration of 
contracts already made, with the Government’s extraordinary powers 
still unused but available. 
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Again, it is sometimes urged as a defense against relief for mistake that 
a party has greatly altered his position on the faith of an existing arrange- 
ment. Where it is at all practicable, however, the fair treatment of such a 
situation seems rather to require fair compensation to the person who has 
altered his position, as a condition of giving relief to the other party.” 
As a condition of relief from mistake by renegotiation, if that is what oc- 
curs, the Government is required to compensate each contractor for his 
costs and to give him a reasonable profit on account of work done on the 
faith of a procurement contract. It seems certain that if the Renegotiation 
Act could in any case be so applied as to impair a contractor’s right to 
such payments, it would be found that the contractor could derive legal 
protection from the Constitution. A requirement of elementary good 
faith would seem to protect the contractor, whether his transactions oc- 
curred before or after the enactment of the applicable provision of the 
Renegotiation Act, in his expectation of recovering his costs and securing 
a reasonable profit on the faith of his procurement contract. 

It has been observed that the difficulties created by uncertainty have 
been increased by the necessity for speed. The demand for implements of 
war is both unpredictable and urgent. Under these circumstances con- 
tractors, habitually and inevitably concerned about their solvency, are 
in a strong bargaining position. They have every normal reason to guard 
their position carefully, and it is to their credit and the credit of all the 
contracting officers that they have moved fast and effectively. Yet the 
situation is one in which specialized experienced sellers dealing with an 
improvised set of buying agencies, staffed on the whole by men of less 
experience, have a great business advantage. 

The essential contractor has a kind of legal duty to serve the Govern- 
ment. While this duty matures only on the use of a mandatory order, it 
seems proper to say that the obligation itself, or at least a significant legal 
relationship approaching the obligation, exists before the use of such an 
order. A threatened violation of this obligation might thus constitute 
duress in the most limited sense of the word. That is, it might be a viola- 
tion of a legal right accompanied by powerful psychological pressure, like 
that produced by threats of violence or imprisonment, blackmail, or the 
withholding of badly needed property, or the threat of breach of contract 
under conditions threatening serious economic loss, in private cases.” 

Paget v. Marshall, 28 Ch. D. 255, 267 (1884). Cf. Jones v. Waring and Gillow, Ltd., 
[1926] A.C. 670, where the propriety of this treatment of mistake was recognized, though the 


case was held not to call for it. But compare Fibroso Spolka Akcyjna v. Fairbairn Lawson 
Coombs Barbour, Ltd., supra, note 9. 


? See 5 Williston, Contracts secs. 1601-1608 (rev. ed. 1937). 
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It is true that in a dubious case coming from the last war the Supreme 
Court has held that a contractor might go a long way in taking advantage 
of unskilled purchasers and the Government’s need in exacting a high 
profit from war contracts."? Mr. Justice Frankfurter’s dissent, however, 
indicates persuasively how close to the line the case came. His argument 
is ample justification for legislation which has the effect of subjecting such 
contracts to revision at the election of the Government. 

Generally, however, duress is not a word to describe the conduct of the 
great mass of patriotic contractors in this war. They are inevitably in a 
position of economic strength. If he is capable of producing urgent items, 
every contractor, regardless of his costs, is needed in the program. Each 
contractor is thus in a sense a monopolist, and he is likely to be free from 
the kind of check which competition affords even in a normal sellers’ mar- 
ket. Competition cannot be looked for in the immediate future to give 
anything like the protection with respect to price and profits which the 
theory of the capitalistic system requires. 

There is thus the same reason for introducing special safeguards which 
has justified minimum wage regulation and minimum or maximum price 
regulation in civilian industries under various circumstances.'* The Office 
of Price Administration cannot in the nature of the case serve the purpose, 
for its job is to set prices just high enough to give the needed marginal 
producer at least his costs. It is clear that the marginal war producer 
must have at least his costs and that his more efficient fellows, in their 
strong position, are not to have their price determined by his, on war con- 
tracts. With the speed properly required of procurement officers, it is thus 
plain that further supervision is in order. The reference to wage and price 
control should serve to indicate that on any assumption a workmanlike 
scheme of supervision is readily within the limits of an appropriate con- 
stitutional power. 

The making and renegotiation of contracts for the materials of war is, of 
course, an exercise of the Government’s war powers. These include the 
powers of Congress to raise and maintain a military establishment and to 
declare war, and the President’s power as Commander-in-Chief of the 
armed forces. Today we do not need to be reminded how extensive these 
powers are. Yet there would hardly be an occasion for these comments if 
even these powers were not subject to constitutional limits. 


*3 United States v. Bethlehem Steel Corp., 315 U.S. 289 (1942). 


4 Block v. Hirsh, 256 U.S. 135 (1921); Levy Leasing Co. v. Siegel, 258 U.S. 242 (1922) 
(modification of existing contract rights by wartime rent legislation constitutional); Sunshine 
Coal Co. v. Adkins, 310 U.S. 381 (1940); United States v. Darby, 312 U.S. 100 (1941); Opp 
Cotton Mills v. Administrator, 312 U.S. 126 (1941). 
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The flexible pattern of procurement contracts and the circumstances of 
uncertainty and pressure under which they are made mark them as ap- 
propriate for correction and supervision. There are, of course, other 
strongly positive reasons which justify the exercise of the war powers in 
eliminating excessive profits from operations under Government con- 
tracts. 

Farmers, workers, and modest taxpayers, as well as managers and 
owners, have been called on to carry economic burdens resulting from the 
war. A fair distribution of burdens and benefits is to be desired in any 
case. A scheme which commends itself generally as fair is in the interests 
of those who are concerned with maintaining a strong and popular system 
of competitive capitalism through the stresses of war and the adjustments 
of a postwar period. 

More immediately, the control and moderation of inflationary influ- 
ences is necessary to the prosecution of the war itself. Whatever the im- 
portance of the dollar amounts involved in renegotiation, an example of 
self-control on the part of business leaders is essential, if the more poorly 
paid members of the community are to moderate their demands for com- 
pensation adjusted to a price level which is almost bound to rise to a 
greater or less extent. Control of inflation is a proper object for the exer- 
cise of the Government’s fiscal and war powers. 

Even more important, as has been pointed out, is the maintenance of 
fighting spirit in both the ununiformed and the uniformed forces. The 
profit motive may with some difficulty be combined with warlike enter- 
prise, but it must inevitably be eclipsed by other motives in a successful 
war. The preservation of a relatively high degree of harmony, unity, and 
esprit de corps is promoted by the limits on war profits necessary to 
satisfy the national conscience. The development of appropriate limits 
seems on this ground a proper exercise of the war powers. 

In the end, of course, the simplest form of statement takes us back to 
the boys who enlist or are drafted. Whatever the technical difficulties, no 
one has suggested a moral or constitutional objection to the drafting of 
capital as well as men. The soldier and the civilian alike have constitu- 
tional rights, but their normal civil rights may be closely restricted in the 
interests of the military effort. 

This is not to say that unnecessary restrictions should be lightly ac- 
quiesced in. The sane treatment of freedom of expression in this war seems 
to some who recall the restrictive measures of the last war to have im- 
proved morale. Workers, managers, and owners alike are engaged in the 
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struggle to maintain free institutions. The fewer the interferences with 
such institutions as freedom of contract, the better. 

Unwarranted and extreme interferences with economic liberty, even in 
wartime, may meet a constitutional limit. Yet we have needed only an 
elementary recapitulation of familiar observations to remind ourselves of 
the limits to which economic activity is properly subject in wartime. There 
can be little doubt that in view of its moderate interference with contract 
rights and its function as an appropriate feature of wartime control, the 
Renegotiation Act is a proper exercise of the fiscal and military powers of 
the federal Government. 

One difficulty remains to be considered. An old and sound instinct has 
expressed itself in much of the controversy over delegation of legislative 
powers to executive and administrative officials. Democracies have tired 
at times in Western history and turned over their powers to a strong man 
or group of men. 

Yet it is doubtful whether the text of our Constitution affords any 
adequate basis for an effective limit on the delegation of legislative powers 
in domestic affairs. Specific provisions prohibit Congress from deciding 
to abolish elections and adjourn indefinitely. Yet, in spite of the Schechter 
case," Congress must, and therefore may, in many cases give general and 
even vague directions with respect to policy, leaving it to be implemented 
by administrative regulations and decisions. 

The directions in the original Renegotiation Act to eliminate excessive 
profits were indeed vague. Some historical content could be derived from 
parallels in the excess profit tax legislation, and these parallels have proved 
useful. Terms in that legislation, however, could hardly be treated as in- 
corporated by reference into the Renegotiation Act. 

It should be recognized clearly that the Renegotiation Act is in no 
proper sense a tax measure; and when this has once been noticed the prob- 
lem of the legislative standard seems to become easier. No government 
short of heaven will be able to finance itself by paying out large sums to 
individuals and taking back portions of those sums. The Renegotiation 
Act cannot possibly be viewed as anything like a revenue-raising measure. 
It cuts expenses, but it does not raise net amounts. However debatable 
the effect of renegotiation on later price structures, the Renegotiation 
Act cannot be classified as anything but a pricing statute. It is designed 
to decrease the amount of money paid by the Government for war goods. 

It has never been supposed that legislation authorizing disbursements 
or even loans was subject to the same requirement of a legislative standard 


ts Schechter Poultry Corp. v. United States, 295 U.S. 495 (1935). 
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as that which has been thought to apply to regulatory and particularly to 
criminal statutes. It may be said that no one has a “right” to any particu- 
lar price on what he sells to the Government. It would perhaps be more 
realistic to say that Congress has not been accustomed always to set 
“standards” for government pricing. Purchasing agents must act honestly 
and fairly, and they must commonly follow prescribed procedures, but 
price policy, particularly in war times, has in many situations been left 
largely to administrative determination. 

General statements are thus enough in legislation authorizing purchas- 
ing and giving directions about the terms on which purchases are to be 
made. The phrase “excessive profits” is perhaps indeed no more vague 
than some of the directive phrases which have been held to satisfy the 
requirement that Congress shall not delegate its powers without setting a 
standard for administrative officers.” 

Certainly the phrase has not proved so meaningless as to leave the 
agencies administering the act without any intelligent guidance. It has 
proved possible to develop general directions which are at the same time 
by no means meaningless or ineffectual. A reading of renegotiation re- 
ports will doubtless disclose instances of inconsistencies, but it will also 
disclose a continual reference back to a list of relevant factors which 
limits the arbitrary discretion of the individual officer. The appearance of 
a list of guiding principles in the revised act indicates at once how admin- 
istrative conduct has, bit by bit, come to be described and guided in gen- 
eral terms, and how easy it is completely to satisfy any kind of constitu- 
tional requirement of an administrative standard in the delegation of 
legislative powers. 

Political judgments which seek expression in constitutional law may be 
sound in this as in other respects; but it does not follow that they can be 
served by any available constitutional doctrine. The sporadic appearance 
of decisions requiring Congress to set a standard in delegating its power 
may moderate somewhat tendencies toward executive rule in domestic 
matters. How little the formula can affect the general outlines of social 
and political history becomes apparent at once when one looks at the con- 
duct of our foreign affairs. The Schechter case"’ stands in sharp contrast to 
the Curtiss-Wright case."* Congress is expressly given the power to declare 


*6 New York Central Securities Corp. v. United States, 287 U.S. 12 (1932). 


7 Supra note 15. 


%8 United States v. Curtiss-Wright Export Corp., 299 U.S. 304, 319 (1936). Speaking 
through Mr. Justice Sutherland, the Court considered the President’s powers in external 
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war under the Constitution, and the Senate’s part in treaty-making is 
assured by a provision which is explicit and intelligible. Yet the Court has 
said that the President may properly exercise general and ultimate con- 
trol over our foreign relations. 

We are familiar with the extent to which the Executive has gone in the 
exercise of control and leadership in foreign affairs. The conduct of war 
inevitably leads to extended executive control in domestic matters. It is 
doubtful whether any traditional constitutional doctrine of delegation 
could properly have been extended to limit Congress and the President in 
domestic matters. Certainly no such doctrine is to be looked for now. 

The conclusion is that private rights have not been seriously modified 
by the Renegotiation Act and that such modifications as have been made 
were in the exercise of the war powers of Congress and the President. The 
authority delegated to administrative agencies by the act has been suffi- 
ciently defined for constitutional purposes. 


affairs. “In this vast external realm, with its important, complicated, delicate and manifold 
problems, the President alone has the power to speak or listen as a representative of the na- 
tion.” See also United States v. Pink, 315 U.S. 203, 228-230 (1942). 
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COMMENT AND CASE NOTES 


THE TRIAL COURT’S FREEDOM OF DISCRETION IN 
SENTENCING AFTER REVOCATION OF PROBATION 


E. W. PutrKamuer* 


‘In Roberts v. United States’ the question at issue was whether under the 
federal Probation Act? a trial court which had imposed and then sus- 
pended a sentence and placed the defendant on probation, could later re- 
voke the probation and impose a new and more severe sentence. In the 
original proceedings the defendant (who then could have been sentenced 
to a three-year prison term) received a two-year term but was released on 
probation. Subsequently the probation was revoked and a new sentence 
of three years was imposed. The pertinent provision in the statute pro- 
vides that “the court may revoke the probation or the suspension of sen- 
tence, and may impose any sentence which might originally have been 
imposed.” In a divided decision the majority of the United States Su- 
preme Court held that the language of the statute did not mean that any 
sentence which originally might have been imposed could now be imposed 
but that on the contrary only the original sentence could be imposed. Mr. 
Justice Black delivered the majority opinion, while the Chief Justice and 
Mr. Justice Reed concurred with Mr. Justice Frankfurter in his dissenting 
opinion. 

At first glance it would certainly seem that the language of the statute 
(“any sentence which might originally have been imposed’’) did not de- 
prive the trial court of all choice. The majority in reaching a contrary 
conclusion rests largely on the history of the statute. Prior to its enact- 
ment two different approaches to the probation problem were already 
clearly recognized. One advocated confronting the probationer with a 
fixed, definite threat which would not be modified, should he later mis- 
behave. The other favored flexibility, not only at the time of trial but also 
later when probation was revoked. The respective arguments for and 
against these two positions will be considered later. The only point im- 


* Professor of Law, University of Chicago. 


* 64S. Ct. 113 (1943). ? U.S.C. Title 18, sec. 725, 18 U.S.C.A., sec. 725. 
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portant at the moment is that these two approaches were definitely 
known at the time when the act was passed. The Court devotes consider- 
able space to showing that Congress was aware of the difference, and then 
concludes that the language adopted constitutes an acceptance of the 
former view. No attempt is made to square this with the statute’s “any 
sentence.” Likewise there is no attempt to meet the argument that the 
use of such broad language by Congress is more, not less, significant in the 
light of awareness of the two schools of thought on the subject. The princi- 
pal authority relied on is an opinion by the Attorney General in 1930 
which held that under a statute permitting the President to drop from the 
Navy any officer who had been “finally sentenced” to the penitentiary, 
it was not any the less a “final sentence” to the penitentiary even though 
execution was suspended and probation was granted. The Attorney Gen- 
eral went on to express a doubt as to whether, in the event of revocation of 
probation, a new and different sentence could be imposed, but gave no 
reason for his doubt? and immediately followed this remark with a state- 
ment that it was in no wise necessary to pass on that point, so far as the 
matter then before him was concerned. The Supreme Court then refers to 
the Attorney General’s Survey of Release Procedures.* The passage in ques- 
tion does state that “it would seem that when the suspension of execution 
is revoked the original sentence becomes operative,” citing as only au- 
thority, however, the Attorney General’s opinion just referred to and 
going on immediately to say that no cases of a later, increased sentence 
had been found but that if any such should be found certain questions of 
constitutionality might arise. With this there can of course be no quarrel. 
Where probation has been revoked, of course the original sentence be- 
comes operative if the trial court does not attempt to modify it. The 
question is as to the power of the trial court to modify under the language 
of the statute. That language is not any the less clear because by giving it 
its natural effect certain new problems may be raised. 

The only other authorities dealing with the present point which are 
cited, are four subordinate federal decisions, two cited in the opinion and 
two in a footnote. The two former give us little aid, although, as the 
opinion recognizes, “what bearing they have is directly opposed to the 
present case, not in support of it. In one, United States v. Moore,‘ increased 
sentence was imposed, the power of the court to do so being assumed with- 

3 Beyond saying, “If it had been the intention to create such an important power, it would 
seem that more explicit language would have been used.” 36 Op. Attys. Gen. 186 at 192. 

4 Published in 1939. The reference is to vol. 1, p. 13. 

S$ ror F. ad 56 (C.C.A. sth 1939). 
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out discussion. In the other, Reimer v. Regan,* the same power was ex- 
ercised, the defendant conceding that the court was authorized so to do. 
In both of the footnote cases, however, the power of the court to impose a 
different sentence was directly contested and was expressly upheld. It is 
true that in both the new sentence imposed less punishment than the 
original sentence had called for, and in one of the cases, United States v. 
Antinori,’ the court expressly pointed out that it was not being called on 
to decide whether a sentence might be increased. In the other, however, 
Scalia v. United States,’ the trial court’s power to change the sentence 
under the statute was sweepingly recognized without any reference being 
made to the direction of the change. Nor is it wholly easy to see how the 
nature of the proposed change can determine the power of a court to make 
it. The majority opinion carefully confines itself to an attempted increase 
in punishment and thereby raises the inference that it might adopt a dif- 
ferent view in the event of a contested decrease, but it gives no hint as to 
the basis for such a difference. 

As a final word on the legal authorities reference might be made to 
Korematsu v. United States,’ decided less than six months earlier and like- 
wise through the mouth of Mr. Justice Black, in which it was expressly 
stated that “the difference to the probationer between imposition of sen- 
tence followed by probation . . . . and suspension of the imposition of sen- 


tence . . . . is one of trifling degree.” It is somewhat surprising to find this 
“trifling” difference so soon thereafter made a matter of great importance 
in a situation where, to say the least, such a decision was not need 


* 104 F. 2d 704 (C.C.A. oth 1939), cert. den., 308 U.S. 553, 60 S. Ct. 105 (1939). 
7 59 F. 2d 171 (C.C.A. sth 19332). 

§ 62 F. ad 220 (C.C.A. 1st 1932). 

9 319 U.S. 432 at 435, 63 S. Ct. 1124 at 1126. 


te The same section of the statute was considered by the court in Cornerz v. United States, 
69 F. 2d 965 (C.C.A. sth 1934). Although a different problem was involved, the court’s com- 
ments on the statute are of present interest. In 1930 the defendant was sentenced to serve a 
year and a day, but sentence was suspended and he was put on probation for five years. On 
January 25, 1933, probation was revoked and “the sentence heretofore imposed herein rein- 
stated in full force and effect.” It was now necessary to determine whether the defendant was 
serving under a sentence dated 1930 or January 25, 1933. The court skid, “The power of making 
a new sentence applies as well to a case in which a sentence was imposed and suspended for 
probation as to one in which probation was ordered without imposition of sentence. United 
States v. Antinori (C.C.A.) 59 F. (2d) 171. In the present case the old sentence was reinstated 
instead of making another essentially different, but the power exercised in either case is that 
given by the words quoted from the statute. The old sentence became effective because the 
court on January S 1933, 80 adjudged. Otherwise it would have remained a dead letter. If 
appellant is now to be imprisoned, it is not directly by virtue of the old sentence, but by virtue of 
ee es 1933” (italics supplied). This passage was quoted with approval in 
Greenhaus v. Sanford, 37 F. Supp. 644 (D.C.N.D. Ga. 1941). 
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If the majority opinion’s analysis of the law is unconvincing, it can be 
said that the desirability of the practical consequences of the decision are 
fully as open to doubt. The principal values which the imposition of a 
fixed and unchangeable sentence prior to probation are sometimes as- 
sumed to have are, first, that a definite and specific prison term staring a 
prisoner in the face is a more effective deterrent of violation of probation 
than is a prison sentence, the length of which has not yet been irrevocably 
determined, and, second, that imposition of sentence prior to probation is 
more economical, since the original sentence may be imposed, in the event 
of violation of probation, without consideration of anything except the 
fact of violation of probation. If these values are to be realized, it becomes 
essential that the original sentence be executed when probation is violated. 

On the other hand, the principal value of the reservation of final deci- 
sion as to the amount of punishment until probation has been violated is 
that it leaves the court free to utilize all available knowledge regarding 
the offender at the time of execution of sentence, including knowledge re- 
garding him obtained while on probation. Furthermore, it cannot be 
demonstrated that this method is less economical or less effective as a 
deterrent of violation of probation than is the unchangeable sentence im- 
posed prior to probation. 

The argument for reservation of final decision until probation has been 
violated is decidedly more weighty. Indeed it might well be argued that 
Congress should not even have authorized the mere suspension of a fixed 
sentence, and that the courts should not use this method, even if author- 
ized by Congress. The naming of any definite sentence, even if, contrary 
to the present decision, it may later be departed from, does in fact tend to 
tie the hands of the court at the time that probation is revoked, and so 
makes it unable to use later-obtained knowledge regarding the offender. 
The court’s hands would be tied, first, by the almost universal custom of 
executing the sentence as originally imposed, and, second, by the feeling 
of injustice created in the offender if the original sentence is increased. A 
modification of the original sentence in the form of a decrease of the prison 
term is quite as inconsistent with logic, except as to the argument regard- 
ing the feeling of injustice, as is a modification in the form of an increase. 
And, to quote the able dissenting opinion,” “We certainly should not 
countenance the notion that a probationer has a vested interest in the 
original sentence nor encourage him to weigh the length of such a sentence 
against any advantages he may find in violating his probation.” 


" At p. 118. 
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The whole case against the majority opinion is effectively summed up 
in the following quotation from the dissenting opinion :* 

The only practical result of the strained reading of the powers of the district courts 
by the decision today may well lead trial judges generally to place probationers on pro- 
bation without any tentative sentence. A construction which leads to such a merely 
formal result, one so easily defeated in practice, should be avoided unless the purpose, 
the text and the legislative history of the Act converge toward it. The policy of proba- 
tion clearly counsels against it, and neither the words of the Act nor their legislative 
history contradict that policy. 

2 At p. 119. 


13 Because the case under discussion turns so largely on the construction of a federal statute, 
no attempt has been made to consider in the text any state court decisions on the general point 
of a trial court’s power to alter or modify a previously imposed sentence after revocation of 
probation. It is a matter of distinct surprise to find how rarely the question has had to be con- 
an Only the cases cited below were found which directly or indirectly dealt with the mat- 


aihiiebiaas Stone, 25 N.Y.S. 2d 94 (1940), the court held, under a statute providing that 
the court ‘‘may impose such sentence or make such commitment as might have been made at 
Ges thaas dl comAGAEa,” Chak tide de "Ee taal tinction between the powet to ronpand oon: 
tence or to suspend execution of sentence,” as “they are essentially one and the same”’ (citing 
four earlier New York cases as so holding) and “‘it follows, therefore, that the court may in the 
exercise of its discretion decrease the original term of punishment [citing People ex rel. Pringle 
v. Livingston, 135 Misc. 475, 239 N.Y. Supp. 122 (1930)]. The court also has discretion to in- 
crease the term. The language [of the statute] can admit of no other construction.” 

In Ex parte Goetz, 117 P. 2d 47 (D.C. App., Calif. 1941) there is a dictum that where pro- 
bation is granted after sentence, the latter may be “modified” or set aside. The remark is not 
amplified, however, and was not called for, nor is there any statement as to what the word 
‘‘modified” includes. 

The scarcity of cases dealing with modified sentences can, however, be readily explained. 
Where the sentence is decreased the defendant is usually content to leave well enough alone, 
since the alternative generally would be his receiving the original sentence, and the state ordi- 
narily cannot (and if it could, probably would not) contest the reduction. The scarcity of cases 
involving increased punishment is undoubtedly due to the infrequency with which courts take 
the step of increasing terms of imprisonment. 
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War and the Law. Edited by Ernst W. Puttkammer. Walgreen Studies of American 
Institutions. Chicago: University of Chicago Press, 1943. Pp. vii, 205. $2.00. 
This rather small book, carrying a full load of thoughts and ideas, and written by 

eight University of Chicago Law School professors who know something whereof they 

speak, is the subject of this short review. Dealing with different legal and semi-legal 
questions which the war has provoked, there are nine solid, and to the student, interest- 
ing lectures, entitled World War II and Legal Trends, by Dean Wilber G. Katz, Civil 

Liberties in Wartime, by Kenneth C. Sears, Alien Enemies and Alien Friends, by Ernst 

W. Puttkammer, The Armed Forces and the Civilian Population, by Max Rheinstein, 

Law and Labor Relations in Wartime, by Charles O. Gregory, International Cartels 

and the War, by Edward H. Levi, Wartime Price Control, by George F. James, Mili- 

tary Justice, by Max Rheinstein, and War and the Rule of Law by Mortimer J. 

Adler. 

The subjects are all intriguing, but how about the treatises? Do they deal with or 
relate to their subjects: Are the ideas fresh, or are they musty with the odor of aged 
precedents? I presume the reviewer can and should tell his reactions—hopeful, if not 
expectant, that they will be the same as the normal reader’s. 

Brevity would suggest that the lectures be treated as a group. If so, brevity would 
be at the expense of intelligent appraisal and helpful information. Each must be treated 
separately, however cursorily. 

Each lecturer, I regret to say, or I am proud to observe (I hardly know which), 
begins his discussion as though he were about to write a dissenting opinion—ready to 
attack on any or all fronts—in a word, hostile. And such introduction is no false augury 
of the substance of all the articles. There is no lecturer who champions the philosophy 
of “whatever is, is right.” Intelligent kindness to change rather than fondly wedded to 
the status quo, looking forward eagerly, rather than backward fondly, I would say, is 
the common viewpoint of all. 

The first lecture, by Dean Wilber Katz, is naturally more or less general. Out of a 
brief historical discourse on the natural law and its subsidence or disappearance, he 
emerges with a plea for a more cordial view of the appearance, growth, and use of 
administrative boards, acceptance of the modifications of the law of contracts evi- 
denced by the renegotiation of war contracts, the suspension and disappearance of 
free market price fixing, the change in the institution of property as effected by the 
Government’s power to, and the exercise of its power to, tax, and, finally, the attitude 
of the lawyer and the necessity, if he is to hold his prominent place in society, of 
greater adaptability on his part to meet the changes which he finds everywhere 
about him. 

Professor Sears deals with the interesting and somewhat more specific subject of Civil 
Liberties in Wartime. I can not say that specificity is the striking characteristic of the 
questions raised or the answers given, which this subject presents. I can best ayoid 
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trouble by saying that an opinion written by me has led Professor Sears to a somewhat 
critical study and analysis of the Supreme Court decisions which deal with the use of 
the words “clear and present danger” as a necessary showing in prosecutions under the 
Espionage Act. Professor Sears plants his doubt as to the necessity of a showing of 
“clear and present danger” on the holdings of the Supreme Court in criminal contempt 
cases. Whether criminal contempt in peace times is controllingly analogous to prosecu- 
tion under the Espionage Act, a wartime measure, is his question. It is my belief that 
all citizens, and the inferior federal courts and the lawyers too, will best serve their 
community and clients by generally advising them to follow the opinion of Schenck 
v. United States. Such advice may well be described as in good conscience, good citi- 
zenship, and good law. 

On Alien Enemies and Alien Friends, an especially appealing subject, Professor 
Puttkammer has taken such a broadly liberal, humane view, that one is surprised to 
find himself placing question marks after assertions which are in harmony with the 
general tone of the article. Here factual questions protrude and on such questions 
differences of opinion are sure to exist. Professor Puttkammer discusses seriatim (at 
the same time hastening to point out that in the greater number of instances there is 
in fact no discrimination against aliens) the denial or attempted denial of the right to 
engage in certain professions, the several federal legislative acts requiring registration, 
disclosure of property, and restriction of free movement, public ignorance resulting in 
discharge from legitimate employment of aliens solely because of that status, the alien’s 
duty to perform military service, the great necessity for simplification of the naturaliza- 
tion process, changing of requirements regarding proof of legal entry, and the anoma- 
lous position of native women married to aliens who subsequently become naturalized. 
Only by reading the article can you place your question marks. I might not express 
your doubts by my ? ?. 

In War and the Rule of Law, Professor Adler is certain and positive. Doubt has 
little place in his logic. His prophecies are likewise certain, not to say dogmatic. In- 
teresting, if not entirely persuasive, are his prophetic assurances that perpetual and 
universal peace will come through “the establishment of the constitution of a single 
government” in “which all men will participate,” and secondly, such a peace will not 
follow this war. The end of this war will witness another truce on a larger scale, “more 
deceptive talk,” “about covenants and world courts,” more war of words between 
diplomats, and “another war at a not too distant future.” All readers will, however, 
be overjoyed to know that there is an exception to the saying that “the power of 
prophecy dwells no more with man.” With like confidence, we are told of the somewhat 
simple formula whereby this universal, lasting peace may be obtained. The remedy is 
almost self-evident. It is all so simple, yet so readily understood, when once we realize 
that war is a “curable social disease” and curable by law, because, as all good medicine 
must, law goes to the root of the disease. I fear some readers may not be as confident 
as Professor Adler, but we are nevertheless indebted to him and also refreshed by his 
long-range vision and the confidence with which the future is pictured. 

Professor Levi’s lecture on International Cartels and the War deals with cartels, 
which are Frankenstein monsters—international monopolies that strangle and choke 
national monopolies and entirely wipe out smaller, though sizable business institu- 
tions. Do you like detective stories? Professor Levi gives one here wherein General 
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Electric plays the role of the villain, Westinghouse Electric, a minor, but vile, partner. 
Germany is Satan, and I. G. Farbenindustrie of Germany, Imperial Chemical In- 
dustry, Ltd. of Great Britain, Standard Oil of New Jersey, and E. I. Du Pont de Ne- 
mours are the “major kingdoms in this world order.” Lesser but nevertheless luminous 
are Siemens & Halske of Germany, the General Electric Co., and the Aluminum Com- 
pany of America. The world’s trade is now controlled by cartels, aided and abetted by 
patents, so Professor Levi writes. Although the subject includes the war, the monsters 
(cartels) reached their size before the war and have not fed themselves fat on war 
activities. Fear of results after the war, rather than during the war, is Mr. Levy’s 
worry. The writer evidently believes in “Bigness” there is danger. Bigness is stressed 
and feared. Patents are powerful allies and furnish the sustenance upon which the 
growing monster thrives. One given much to worries will be unable again to get into 
bed without first looking underneath. Professor Levi has written something to awaken 
worries and anxieties even though General Electric Co. has seemingly behaved quite 
nobly and worthily during this war. 

Professor Gregory gives us a clear, fair, informative treatise on the activities of the 
War Labor Board and the National Labor Relations Board in wartime in his lecture 
on Law and Labor Relations in Wartime. Most of us know a little about labor troubles. 
The same number have strong prejudices one way or another, respecting labor during 
this war. We get better acquainted with the facts and both sides of the question after 
reading this lecture. He thinks that there are jobs easier than those carried by the War 
Labor Board. 

In the chapters Armed Forces and the Civilian Population and Military Justice, 
Professor Rheinstein is dealing with highly practical problems. His discussion of the 
need for, and legality of, a military regime in Hawaii both at the time of, and long 
after, the Pearl Harbor catastrophe, and the evacuation of persons of Japanese an- 
cestry on the West Coast, is frank and documented with interesting excerpts from the 
Supreme Court opinion in the Hirabayashi case. The conflict between established rights 
of civilians, especially citizens, and the superimposed and omnipotent military regime 
is viewed in the realistic light that reasonableness of action on the military’s side is all 
that is necessary. The practical exigencies of the situation require drastic action, al- 
though in some cases, such as those involving American citizens of Japanese ancestry, 
there was possibly a denial of equal protection of the law. 

The chapter on Military Justice concerns a discussion of the gradations of courts- 
martial and their personnel and procedure, and is aided by the lecturer’s comprehen- 
sive knowledge of comparable courts in European countries, as well as of our own civil 
and criminal courts. The presence of persons of equal rank with the accused on the 
personnel of German courts-martial, presumably to represent on the tribunal the ac- 
cused’s viewpoint, is approved. The absence of appellate review, in the ordinary sense, 
is inferentially condemned. The extreme differences between courts-martial and their 
civilian counterparts are presented so that the reader is enlightened, though not ab- 
sorbingly held, by the discussion. 

Professor James writes a lecture on War Time Price Control. The subject is one to 
conjure with. Of wider interest than all other subjects to the citizen, and the football 
of political writers and critical politicians, not only is it a controversial subject of fact 
dispute, but its enforcement presents many unique legal problems which delight the 
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legal profession and cause the businessman, who loves to damn the Government, 
whether it acts, or fails to act, to tear his hair. Professor James’ article is largely his- 
torical and avoids the knockdown and drag out legal and sound public policy questions 
which all of us have heard and many of us have participated in. 

Evan Evans* 


Cases and Materials on Possessory Estates. By Richard R. Powell. Second Edition. 

St. Paul: West Publishing Company, 1943. Pp. xxxix, 565. $5.00. 

Compared with the edition of 1932, the volume under review constitutes an ex- 
tensive revision of materials, but the basic structural plan is unaltered except for the 
desirable addition of a new section on estates for years. Of the eighty-one text cases in 
the first edition only thirty-one are included among the eighty-five text cases of this 
edition. Of these last, fifty-two were decided in this century and twenty of them since 
1932. The substituted cases are better, particularly from the viewpoint of the instruc- 
tional problems presented. Lengthy treatments of such historical bric-a-brac as scintilla 
juris, writs of formedon, and the fine and common recovery are wisely excised. Treat- 
ment of the fee tail is reduced to a size more commensurate with its relative impor- 
tance. Jurisprudence material, including an excerpt from Digby concerning medieval 
reification of property concepts, has been conveniently dropped. However, such ma- 
terial is not out of place here because American law school custom generally reserves 
the subject as such for graduate study, and forces the undergraduate to take his 
jurisprudence in snippets, spliced on other courses. Two-fifths of the volume is text, 
including selections from various text-books in the field, Restatement material, and 
valuable illustrations of modern statutes. But the bulk of the text material is historical 
and taken in large part in the form of excerpts from the Bigelow and Madden /niro- 
duction to Real Property. 

Content and organization of material portray an understanding grasp of the diffi- 
culties involved in introducing the beginner to the subject of real property. On the 
whole, the volume is excellently designed for the accomplishment of this objective. 
The book is conveniently divided into two parts. The first part includes the all-impor- 
tant scheme of legal estates as modified in equity. The second part covers the conven- 
tional aspects of possessory estates. 

There are several details of inclusion with which the reviewer does not agree. The 
material concerning “the methods whereby an acknowledged power to transfer an 
estate in fee simple can be exercised” concludes with a “greatly simplified” statement 
of the facts along with the holding in Wolfe v. Henry Shelley1 But this case, which 
first applies to the heirs of the body an ancient rule governing a similar limitation to 
heirs, illustrates a conveyance effective at common law to create a fee tail, not a fee 
simple.* While this rule has been anticipated in the text,? nevertheless as a formal intro- 
duction to the famous godmother of the Rule in Shelley’s Case, the abbreviated form 
here presented seems rather like parading her on the ballroom floor in a chemise in- 
stead of an evening gown. 


* Senior judge, United States Circuit Court of Appeals, Seventh Circuit. 
*P. 83. 


* Hargreaves, Shelley’s Ghost, 54 L.Q. Rev. 70, 76 (1938). 3 P. 60. 
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In the prior edition the problem of dower and curtesy as effected by defeasibility 
of the fee of the deceased spouse was presented in two cases supplemented by footnotes. 
This has been replaced by the editor-reporter’s ten-page justification of the doubtful 
Restatement position that dower and curtesy are in all cases deemed derivative in- 
terests.‘ It is felt that the deleted cases presented better teaching material. Then, too, 
the reasoning employed in this able monograph has not gone without dissent.’ How- 
ever, the Restatement of Property blackletter occasionally serves to put the law in 
mourning by misstating it; and, therefore, this exposition might of itself deserve in- 
clusion as an illustration of expression of policy considered sufficient by the American 
Law Institute to warrant a departure from certain decided cases. 

Treatment of estates for years opens as follows: “The contractual origin of estates 
for years has been traced.” Following down the reference given one finds but seven 
wholly inadequate lines on the topic, which disclose the fact that the matter is further 
discussed in a portion of Bigelow and Madden not included in this volume. Since it 
contains about eighty pages of the ninety-page Bigelow and Madden work, for the 
sake of completeness the remainder might conceivably have been included in appro- 
priate places. As to the “curious history of leaseholds” in particular,’ as well as real 
property concepts generally, what the student requires for enlightment and stimula- 
tion of interest is not just the bare bones of legal doctrine, but the conditioning eco- 
nomic and social factors as well.* 

W. Bryan Boxicu* 


4 P. 176. As to the accuracy of the Restatement position, see Maloney, Restatement of the 
Law of Property, 12 St. John’s L. Rev. 1, 10 (1937); Schnebly, book review, 37 Col. L. Rev. 
881, 883 (1937); Vance, The Restatement of the Law of Property, 86 Univ. Pa. L. Rev. 173, 
183 (1937). 


5 Vance, op. cit. supra note 4, 183-186. 6 P. 187. 


7 The economic factor seems to have been paramount. See Plucknett, A Concise History of 
the Common Law 366 (1929). 


® See a comment on the editor’s excellent crystallization of the matter, McDougal, book 
review, 32 Ill. L. Rev. 509, 514 (1937). See also Bolich, book review, 19 N. C. L. Rev. 425, 429 
(1941). 


* School of Law, Duke University. 





BOOKS RECEIVED 


American Constitutional Development. By Carl Brent Swisher. Cambridge: Houghton, 
Mifflin Co., 1943. Pp. xiii, 1079. $4.50; 2 vol. edition, $7.50. 

Bills and Notes, Handbook of the Law of. By William E. Britton. St. Paul: West Pub- 
lishing Co., 1943. Pp. xx, 1245. $5.00. 

Building Regulation in New York. By J. D. McGoldrick, Seymour Granbard, and R. 
J. Horowitz. New York: The Commonwealth Fund, 1944. Pp. xv, 743. $4.50. 

Burlington Court Book, The. A Record of Quaker Jurisprudence in West New Jersey 
1680-1709. Edited by H. C. Reed and G. J. Miller. Washington: The American 
Historical Association, 1944. Pp. lv, 372. $7.50. 

Cases and Materials on Labor Law. By Milton Handler. St. Paul: West Publishing 
Co., 1944. Pp. xxxii, 786. $6.00. 

Condiciones de la Vida de la Familia Obrera. La Plata: Department of Labor, Prov- 
ince of Buenos Aires, 1934. Pp. 189. 

Criminal Careers in Retrospect. By Sheldon and Eleanor Glueck. New York: The 
Commonwealth Fund, 1943. Pp xiv, 380. $3.50. 

Digest of International Law. Vol. VII. By Green Haywood Hackworth. Washington: 
Government Printing Office, 1943. Pp. v, 709. $1.75. 

Gateway to Citizenship. By Carl B. Hyatt. Washington: Immigration and Naturaliza- 
tion Service, Department of Justice, 1943. Pp. vii, 153. 

Intergovernmental Commodity Control Agreements. Montreal: International Labor 
Office, 1943. Pp. lviii, 221. $3.00. 

Labor Legislation of New Jersey, The. By Philip Charles Newman. Washington: 
American Council on Public Affairs, 1943. Pp. ix, 126. Paper ed. $2.00. 

Law and Learning Theory: A Study in Legal Control. By Underhill Moore and Charles 
C. Callahan. New Haven: Yale Law Journal Co., 1943. Pp. vi, 136. 

Lawful Action of State Military Forces. By Edmund Luffin Beckwith, James G. Hol- 
land, George W. Bacons, and Joseph W. McGovern. New York: Random House, 
1944. Pp. xviii, 216. $3.00. 

New Firms and Free Enterprise. By Alfred R. Oxenfeldt. Washington: American 
Council on Public Affairs, 1943. Pp. 192. Cloth $3.25; paper $2.50. 

Spending Power, The. By Lucius Wilmerding, Jr. New Haven: Yale University Press, 
1943. Pp. v, 317. $3.75. 

United Nations Agreements. Edited by M. B. Schnapper. Washington: American 
Council on Public Affairs, 1944. Cloth $3.75; paper $3.25. 

Walter Clark: Fighting Judge. By Aubrey Lee Brooks. Chapel Hill: University of 
North Carolina Press, 1944. Pp. x, 278. $3.00. 

War and the Law. Edited by Ernst W. Puttkammer. Chicago: Walgreen Foundation 
Lectures, University of Chicago Press, 1944. Pp. vii, 205. $2.00. 

War and Postwar Adjustment Policies. By Bernard M. Baruch and John M. Hancock. 
Washington: American Council on Public Affairs, 1944. Cloth $2.00; paper $1.00. 








